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“GROSS-UP” IN CONNECTION WITH FOREIGN TAX 
CREDIT ALLOWED DOMESTIC CORPORATIONS ON 
DIVIDENDS FROM A FOREIGN SUBSIDIARY 





MONDAY, APRIL 11, 1960 


House or REPRESENTATIVES, 
CoMMITTEE ON Ways AND MEANS, 
Washington, D.C. 

The committee met at 10 a.m., pursuant to call, in the committee 
room, New House Office Building, Hon. Wilbur D. Mills (chairman) 
presiding. 

The CuarrMan. The committee will please be in order. 

The purpose of the hearing today is to receive testimony on H.R. 
10859 and H.R. 10860, which Mr. Mason and I introduced relating 
to the so-called “‘gross-up”’ in connection with the foreign tax credit 
allowed domestic corporations on dividends from a foreign subsidiary. 

Before recognizing the first witness, I should like to express appre- 
ciation to all of the witnesses for their cooperation, inasmuch as it 
was necessary, first, to postpone these hearings from March 28 until 
today, and to pears: witnesses who had originally been scheduled 
for tomorrow, April 12, to appear and present ‘their testimony today. 

Without objection, at this point in the record I would like to insert 
the announcement that was issued on March 2, along with the text 
of the bill. 

(Documents referred to follow:) 


[Press release of Committee on Ways and Means, U.S. House of Representatives, March 2, 1960] 


CHAIRMAN WiLBurR D. Miuis, DEMocRAT, OF ARKANSAS, COMMITTEE ON WAyYs 
AND MEANS, ANNOUNCES INTRODUCTION OF BILLS AND PuBLic HEARINGS ON 
THE SuBJsEcT OF So-CALLED GrRoss-Up IN CONNECTION WITH THE FOREIGN 
Tax Crepit ALLOWED Domestic CORPORATIONS ON DIVIDENDS FROM A 
FOREIGN SUBSIDIARY 


Chairman Wilbur D. Mills, Democrat, of Arkansas, Committee on Ways and 
Means, U.S. House of Representatives, today announced that he had introduced 
H.R. 10859, and Mr. Mason, the ranking minority member of the committee, 
H.R. 10860, at the request of the Treasury Department, relating to the so-called 
gross-up in connection with the foreign tax credit allowed domestic corporations 
on dividends from a foreign subsidiary. Chairman Mills also announced that the 
committee will conduct public hearings on these identical bills, beginning Monday, 
March 28, 1960. 

As may be recalled, the proposed section 4 of H.R. 5, the Foreign Investment 
Incentive Act, as tentatively agreed to by the committee in August of last year, 
would have amended section 902 of the Internal Revenue Code to provide, in 
effect, that the amount of a dividend received from a foreign corporation (10 
percent or more owned) shall be increased (i.e., grossed-up) by a proportionate 


part of the foreign taxes paid by such corporation on the profits out of which the 
dividend was paid. 


1 
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This amendment was designed to equalize the tax treatment of income derived 
through foreign subsidiaries with the treatment accorded to income derived 
through foreign branches by denying to the former a double allowance with respect 
to foreign taxes paid on such income. Under present law income derived through 
foreign subsidiaries is subject to a simultaneous allowance of both a deductioy 
and a credit for the foreign income taxes paid with respect to such income.  Fop. 
eign taxes paid with respect to income derived through a foreign branch, however 
may only be claimed as a credit against the U.S. taxes payable on such income 
unreduced by the amount of any foreign taxes paid with respect thereto. 

The Committee on Ways and Means concluded early this year in its further 
deliberations on H.R. 5 that this subject should be removed from that bill and 
dealt with as a separate matter. The bills introduced by Chairman Mills and 
Mr. Mason today carry out this decision. 

Chairman Mills emphasized that due to the very heavy legislative agenda of the 
committee, the hearings on this subject are limited to a period not to exceed 
2 days and will be limited to this proposal. 

The chairman further emphasized that the Committee on Ways and Means 
all too often receives repetitious testimony on subjects being heard by the com- 
mittee. Therefore, all persons and groups with similar interests should designate 
one spokesman to represent them. The time allotted each witness will be deter. 
mined by the number of witnesses requesting to be heard. 

It is anticipated that the Secretary of the Treasury, or his representative, will 
be the first witness. 

Persons interested in appearing and testifying should submit their requests to 
Mr. Leo H. Irwin, chief counsel, Committee on Ways and Means, 1102 New 
House Office Building, Washington 25, D.C., as soon a# possible and in any event 
by not later than the close of business on Thursday, March 18, 1960. 

It is essential that all persons requesting to appear and testify indicate: 

(1) the general tenor of their testimony, 
(2) the amount of time required for their direct testimony, and 
(3) the name of the witness who will present the oral testimony for the 
organizations, groups or persons with similar interests, and a listing of groups, 
ete., represented 
in order for the staff to allot time and to properly arrange a schedule of witnesses 
for the hearings. 

All persons who desire to do so may submit a written statement in lieu of a 
personal appearance. Such statements will be considered by the committee and 
also printed in the record of the hearings. It is requested that persons who submit 
such statements in lieu of a personal appearance do so by not later than the close 
of business March 29, 1960. A minimum of three copies of such statements 
should be submitted. 

In accordance with the rules of the committee, persons who are scheduled to 
be heard are requested to submit 60 copies of their prepared statement to the 
chief counsel 24 hours in advance of their scheduled appearance. If a witness 
desires to also make available copies of his statement to the press and interested 
public, at. least an additional 60 copies should be submitted for this purpose by 
the date of his appearance. 

Persons who submit a written statement for the record in lieu of an appearance 
may also provide additional copies of such statement if they desire it to be made 
available to the press and the public. 


[H.R. 10859, 86th Cong., 2d sess.] 


A BILL relating to the amount includible in gross income by domestic corporations receiving dividends from 
foreign corporations, and to the computation of the foreign tax credit allowable with respect to such income 
Be it enacted by the Senate and House of Representatives of the United States of 

America in Congress assembled, 

SECTION 1. COMPUTATION OF FOREIGN TAX CREDIT. 

(a) Entrre Amount or ForeiGn Tax To Be Taken Into Account.—So much 
of paragraph (1) of section 902(c) of the Internal Revenue Code of 1954 (relating 
to applicable rules for computing credit for corporate shareholder in foreign corpo- 
ration) as precedes the semicolon is amended to read as follows: 

(1) The term ‘accumulated profits’, when used in this section in reference to 4 
foreign corporation, means the amount of its gains, profits, or income computed 
without reduction by the amount of the income, war profits, and excess profits 
taxes imposed on or with respect to such profits or income’’. 
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bh) CONFORMING AMENDMENTS.—Subsections (a) and (b) of section 902 of the 
Internal Revenue Code of 1954 are each amended by striking out ‘“‘which the 
amount of such dividends bears to the amount of such accumulated profits” 
and inserting in lieu thereof ‘‘which the amount of such dividends (determined 
without regard to subsection (e)) bears to the amount of such accumulated 
profits in excess of such income, war profits, and excess profits taxes”’ 
sec. 2. AMOUNT INCLUDIBLE IN GROSS INCOME, 

Section 902 of the Internal Revenue Code of 1954 is amended by adding at the 
end thereof the following new subsection: 

“(e) AMounT INCLUDIBLE IN Gross INcomMe.—If a domestic corporation 
-hooses to have the benefits of this subpart for any taxable year, an amount equal 
to the taxes deemed to be paid under this section shall be treated for purposes of 
this title as a dividend received by such corporation from the foreign corporation. 


SEC. 3. TREATMENT OF DIVIDENDS FROM CERTAIN FOREIGN CORPORATIONS. 


Section 861 (a) (2)(B) of the Internal Revenue Code of 1954 (relating to dividends 
fom foreign corporations as income from sources within the United States) is 
amended by striking out ‘‘; but dividends from a foreign corporation shall, for 
purposes Of subpart A of part III (relating to foreign tax credit), be treated as 
ncoome from sources without the United States to the extent exceeding the 
ymount of the deduction allowable under section 245 in respect of such dividends”’ 


s8C, 4. EFFECTIVE DATE. 

The amendments made by this Act shall be effective with respect to taxable 
years beginning after December 31, 1960. 

The CHAIRMAN. Our first witness this morning is Mr. Jav W. Glas- 
mann, Assistant to the Secretary of the Treasury. Mr. Glasmann, 
we are pleased to have you with us today to give us the thinking of 
the Department of the Treasury with respect to this legislation. You 
re recognized, sir. 


STATEMENT OF JAY W. GLASMANN, ASSISTANT TO THE SECRE- 
TARY OF THE TREASURY; ACCOMPANIED BY GEORGE N. BUF- 
FINGTON, INTERNATIONAL TAX STAFF, DEPARTMENT OF THE 
TREASURY 


Mr. GLasMANN. Thank you, Mr. Chairman. I have with me today 
Mr. George N. Buffington, who is with the International Tax Staff of 
the Treasury. 

| appreciate the opportunity to be here today to comment on H.R, 
(0859 and its companion bill, H.R. 10860, which would amend sec- 
tion 902. of the Internal Revenue Code of 1954 by providing for the 
w-called gross-up of foreign taxes allowed as a credit in the case of 
idomestic corporation receiving dividends from its foreign subsidiary. 
The amendment is designed to equalize the tax treatment of income 
derived from abroad in the form of dividends from a foreign sub- 
diary with that accorded income derived from direct operations 
broad through a branch of a domestic corporation. In effect, these 
bills would deny the dividend recipient the allowance of both a deduc- 
tion and a credit for the same foreign taxes paid by the foreign sub- 
aidiary. 

The problem before the committee today can be illustrated by the 
‘ollowing simple example : 

A domestic corporation, operating in country X through a branch, 
earns $100 which is taxed by X at a 40-percent rate. The United 
Mates would impose a tax of 52 percent on the corporate income of 
$100, and would allow a foreign tax credit of $40, leaving a net liability 
f$12 to the United States. The combined foreign and domestic tax 
mn the $100 of income would therefore be $52. 
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Another domestic corporation, operating in country X through , 
foreign subsidiary, earns $100 and pays a tax of $40 on this income 
The foreign subsidiary pays its U.S. parent corporation — the 
balance of $60 as a divide nd, and the U.S. company reports as income 
only this amount, which is, in effect, after deduction of the forei 
taxes. The U.S. tax of 52 percent on foreign dividends of $60 would 
be $31.20. 

However, the parent is also deemed under existing law to have paid 
a ratable share of the foreign tax paid by its subsidis ary for purposes 
of the foreign tax credit. Under the formula in section 902, it js 
allowed a foreign tax credit equal to 60 percent of the foreign tax, o 
$24. After offset by this credit, the net tax owed to the United State 
is only $7.20. ‘The combined U.S. and foreign tax in this situation is 
therefore $47.20, or in terms of the combined effective tax rate, 472 
percent. This rate advantage is increased where a chain of two for. 
eign subsidiaries is used, so that the combined U.S. and forei ‘1gn rates 
may, in some circumstances, be as low as 40.18 percent. 

The bills now before you would eliminate the above tax advantage 
in the case of income earned by a foreign subsidiary by “grossing-up” 
its dividend payments by the amount of foreign tax attributable to 
the dividend. Thus, if the subsidiary earned $100, paid a foreign tax 
thereon of $40, and declared a dividend of the remaining $60 to its 
U.S. parent, the latter would report dividend income of $ $100 (rather 
than $60). The U.S. tax before the foreign tax credit would be $52, 
the credit would be $40, and the net tax payable to the United States 
would be $12. The combined effective tax rate would be 52 percent, 
as in the case of branch operation. 

The committee has recently considered the promer which the 
above ana illustrate in connection with H.R. 5, the Foreign I- 
vestment Incentive Act of 1960. In a press Rbemne relating to this 
bill, dated August 19, 1959, the committee announced that it had 
decided to eliminate the duplication of a deduction and a credit for 
foreign taxes for both domestic corporations qualifying under the bil 
as foreign business corporations and for foreign subsidiaries generally. 

In a press release dated January 21, 1960, however, the committee 
indicated that it had reconsidered its decision and had removed from 
the amended bill the provision dealing with the so-called gross-up 
foreign taxes, except in the case of foreign business corporations and 
their subsidiaries. 

The “gross up” provisions were retained in the case of foreign bus- 
ness corporations, according to the report of the committee on H.R. 

, to— 


=. = 


fn assurance that the granting of tax deferral will not decrease the ultimate 
level of combined foreign and U.S. tax on this foreign income of these domestit 
corporations below the level of taxation generally applicable to other domestit 
corporations operating abroad through branches. 

Ten members of the committee, however, called attention in the 
report to the fact that if H.R. 5 were enacted and the “gross-up’ 
requirement were made applicable only to foreign business corport- 
tions, the bill would, in fact, discriminate a against the foreign busines 
corporation and in favor of continued operations abroad by Americal 
investors through foreign corporations. These members urged that 
the committee hold public hearings on the application of the “gross 
up” principle with respect to both foreign business corporations and 
all foreign subsidiaries. 
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On March 2, 1960, Chairman Mills announced that he had intro- 
duced H.R. 10859, and Mr. Mason, H.R. 10860, to carry out the deci- 
sion of the committee to deal as a separate matter with the so-called 
gross-up amendment to the foreign tax credit insofar as applicable to 
dividends received by domestic corporations (other than foreign busi- 
ness corporations) ) from their foreign subsidiaries. The chairman also 
announced that the committee would hold public hearings on these 
identical bills. 

Under present law, if a domestic corporation operates abroad 
through a branch, the U.S. tax is imposed on the profits earned 
abroad at the time they are earned and before the deduction of in- 
come taxes levied in the foreign country. However, if a foreign sub- 
sidiary is used, the U.S. tax applies only to the foreign profits re- 
maining after deduction of foreign taxes and, as you know, the U.S. 
tax on this smaller tax base is postponed until the foreign profits are 
distributed as dividends to the American parent corporation. As a 
result, present law, in effect, allows the American parent both a de- 
duction and a credit for foreign taxes imposed on the profits of its 
foreign subsidiary. This comes about from an apparently unintended 
defect in the statute in allowing to a domestic corporation a credit for 
foreign taxes paid by its foreign subsidiary without also including in 
the parent’s income the amount of tax which is creditable. 

The basic provision of the Internal Revenue Code containing this 
formula has been in the tax law since 1918. As noted previously, 
the double allowance permitted under existing law, where operations 
are carried on abroad through foreign subsidiaries, in many cases 
results in a much lower combined effective rate (foreign and domestic) 
on income earned abroad than the present 52 percent U.S. tax rate. 
The basic principle of the foreign tax credit, however, is that in no 
case will the taxpaver pay a combined tax on foreign income in an 
amount less than the U.S. tax rate. Consistent with the latter prin- 
ciple, a domestic corporation operating abroad directly through a 
branch does not receive the benefit of a deduction for foreign taxes 
in computing its credit and therefore the combined effective tax rate 
on the branch profits is never less than 52 percent, except in the 
case of the Western Hemisphere trade corporation, of course. 

As has been discussed before the committee on several occasions 
in recent vears, the reduced tax rates available through the use of 
foreign subsidiaries under the present foreign tax credit formula are 
not fixed, but depend upon the level of foreign taxes, as applied country 
by ¢ ountry. 

The foreign income tax rate which produces the maximum benefit 
for an American corporation is 26 percent. When the foreign tax 
rate is at this level, the combined U.S. and foreign tax rate on $100 
of profits earned abroad and distributed by a foreign subsidiary is 
45.24 percent. As the foreign tax rate goes below 26 percent, the 
combined foreign and domestic tax rate increases until, with a zero 
foreign tax, the combined effective rate would, of course, equal the 
US. tax rate of 52 percent. 

By the same token, as the foreign tax rate increases and approaches 
52 percent, the tax benefit to be derived through the foreign tax credit 
from the use of a foreign subsidiary declines. When the foreign rate 
teaches or exceeds the U.S. rate, no tax benefit is derived. If plotted 
on a chart, having as its base the tax rates abroad varying from zero 

55760—60——2 








6 “GROSS-UP” IN CONNECTION WITH FOREIGN TAX CREDIT 


to 52 percent, the tax advantages flowing from the foreign tax cred 
would form a curve, with the high point reached at the 26 percey 
foreign tax rate, assuming our domestic rate of 52 percent. This js 
the so-called Doppler effect in the mathematics of the computatioy, 
referred to by Mr. Donald H. Gleason in his paper submitted jy 
connection with the recent tax revision hearings of your committee. 

As mentioned earlier, this tax benefit under the foreign tax credj 
can be increased substantially by operating abroad through a chaiy 
of two subsidiaries. Thus, where a dividend paid by a foreign sub- 
sidiary comes from a distribution which it in turn has received from 
its own foreign subsidiary, the combined United States and foreigy 
tax burden may be as low as 40.18 percent. 

In broad terms, the issue before your committee in connection with 
H.R. 10859 and H.R. 10860 is whether to equalize the effective tay 
rate imposed on income derived from abroad through a foreign sub- 
sidiary with the rate applied to such income when earned by a brane) 
of a domestic corporation. As mentioned earlier, in August of lasi 
year, your committee tentatively concluded that the ultimate level o! 
the combined foreign and U.S. tax on repatriated foreign income should 
be the same, whether the corporate form used to conduct operations 
abroad involved domestic or foreign incorporation. Your committee 
also tentatively decided that the way to accomplish this was by adop- 
tion of the “gross-up’”’ amendment across the board. As you know, 
the Treasury did not recommend this change in the foreign tax credit 
computation in its report to the committee on H.R. 5, but the Treas. 
ury has supported the committee’s tentative decision in this area. 

Certainly it is difficult for us to find fault in theory with the general 
principle that the tax rate applicable to income received by American 
firms operating abroad should generally be the same, without regard 
to form of organization. In like fashion, in the absence of overriding 
public policy considerations, tax neutrality and the general principle 
of fairness to taxpayers in this country would seem to require thai 
income earned abroad be taxed at the same rate as income earned it 
this country. 

At least four possible alternative approaches would appear to be 
open to the committee. These are: 

(1) Enact H.R. 10859 or its companion bill, H.R. 10860, thereby 
eliminating the doubling up of the deduction and credit for the same 
foreign taxes where American enterprises operate abroad through 
foreign subsidiaries. 

(2) Leave present law unchanged, as has been suggested by some 
who oppose enactment of the gross-up amendment. 

(3) Extend the preferential treatment now applicable to income 
earned through foreign subsidiaries to income earned through branch 
operations. 

(4) Enact H.R. 10859 or its companion bill, H.R. 10860, together 
with a direct and uniform reduction in the rate of tax on foreign income. 

I would now like to comment briefly on these four possible 
approaches. 

The first approach, which is to enact the bills which are the subject 
of this hearing, would eliminate the doubling up of the deduction and 
credit for the same foreign taxes where American enterprises operate 
abroad through foreign subsidiaries. The preferential tax rates now 
accorded income earned abroad through foreign subsidiaries appew 
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to have little or no rational foundation as a matter of tax policy and 
must be justified, if at all, on other policy grounds. 

Moreover, if H.R. 5 should become law, enactment of the pending 
bills would serve to reduce somewhat the tax advantages now available 
to the foreign subsidiary as compared to the new class of domestic 
corporation, the foreign business corporation, which would be author- 
ied under H.R. 5. 

The second possible alternative available to the committee would 
be to do nothing, as has been suggested by some who oppose enact- 
ment of the gross-up amendment. Those favoring this approach note 
that the present method of computing the foreign tax credit for 
dividends from a foreign subsidiary has been in the Jaw for more than 
40 years. Domestic corporations investing abroad are said to have 
relied upon the continuance of this provision which, in effect, grants 
preferential tax rates to the foreign subsidiary form of operation. 

It is also noted that enactment of H.R. 10859 or H.R. 10860 will 
increase the taxes of American businessman investing abroad and, 
it is claimed, may place them in a disadvantageous competitive posi- 
tion vis-a-vis their foreign competitors. 

In any case, it is asserted that the increase in taxes on foreign sub- 
sidiary Operations which would result under the proposed legislation 
may tend to disc ourage foreign investment, particularly in the less- 
developed countries where it is said tax rates are more likely to be 
sufficiently low to maximize the benefits under sec tion 902. 

Finally, it is suggested that the “grossing-up’’ amendment, if 
applic able to foreign subsidiaries generally, may raise a problem in 
connection with certain of this country’s tax treaties, which appear 
to call for the allowance of a foreign tax credit under the U.S. law in 
effect at the time the treaties were negotiated. 

While legitimate questions do arise as to the effect in various areas 
of the change in the foreign tax credit computation proposed in H.R. 
10859 and H.R. 10860, several points should perhaps be noted in 
response to the arguments just mentioned. 

The first is that it is highly questionable whether the continuance 
of a tax preference is warranted where, in actual operation, it dis- 
criminates against domestic corporations who pay the full U.S. tax 
rate on every dollar of their income. 

A second consideration is that the existence of the preference, while 
perhaps helpful to investors in some of the less-developed countries, 
gives, in the aggregate, a much greater tax advantage to investment in 
the highly industrialized areas of the free world. In this regard, the 
Treasury estimates that application of the “gross-up” amendment to 
dividends of all foreign subsidiaries (assuming no significant change in 
their dividend policies) would increase the revenues by about $46 
million a year. Of this amount, approximately $31 million would be 
attributable to dividends from the more-developed countries, and the 
balance of $15 million, from the less-developed areas. 

As to the relationship of the “gross-up’’ amendment upon existing 
treaty obligations, it is clear that if Congress desires to do so it can 
enact H.R. 10859 and H.R. 10860 without violating any treaty provi- 
sions. The problem in this area is that several existing treaties con- 
tain language which purports to freeze the existing tax credit provi- 
sions in the law. If the pending legislation is enacted, a question 
might arise as to whether the ‘‘gross-up’”’ amendment w ould apply to 
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dividends paid by subsidiaries incorporated in perhaps as many as & *"°Y* 
14 of the tax treaty countries. R large! 

Most of the treaties in question, however, have a savings clause — * *” 
which expressly reserves to the United States the right to change its Treas 
tax laws as they affect its own citizens, residents, and corporations HR. 
without regard to any provision of the treaty. To 

Furthermore, a good argument can be made that the gross-up § “" ° 
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amendment merely involves the inclusion of the foreign tax in US, 
taxable income without disturbing or limiting the allowable forei 
tax credit. As a matter of fact, the amendment would actually 
increase the dollar amount of the credit for taxes deemed paid by the 
foreign subsidiary. 

Apart from these considerations, it is clear that enactment of 
H.R. 10859 and H.R. 10860 would not override any of our treaty 
obligations unless the Congress expressly indicates such an intention, 


















































Thus, if in any case it could be shown that the application of the § . Th 
‘‘eross-up”? amendment would be contrary to a treaty obligation, the § th 
treaty provisions would prevail, in the absence of a clear expression of wons 
intent to the contrary on the part of Congress. If this situation § “* ° 
should arise, the treaties involved could, we are confident, be easily fp 48° 
modified to accord with the change made in our tax law by enactment less 
of the pending legislation. will 
The third possible way for the committee to handle the present tax chan 
rate discrimination favoring the foreign subsidiary form of doing 0 p 
business abroad would be to extend the preferential tax rates (through facts 
amendment to the foreign tax credit provisions) to income earned I 
abroad by domestic corporations, including the new foreign business the « 
corporation, should H.R. 5 be enacted. legis 
In other words, such an approach would require that the committee J "SS 
reverse its decision announced on January 21, 1960, and remove the r 
present limited “gross-up’? amendment from H.R. 5. While this the 
approach would equalize the tax rate situation as between foreign indi 
subsidiary and branch operations abroad, it would, by continuing and § “° 
enlarging this tax preference for foreign income, discriminate against § ‘*" 
taxpayers whose income is earned in this country. = 
The fourth possible approach, as I indicated above, is to enact § ‘”! 
H.R. 10859 or its companion bill, H.R. 10860, together with a direct J Pt 
and uniform reduction in the rate of tax on foreign income. If = 
preferential tax rates for foreign income are considered desirable from 6 
the standpoint of foreign economic policy as a means of increasing § © i 
investment abroad, it is at least questionable that the preference a 
should depend upon and fluctuate with the level of and changes in om 
tax rates abroad on a country by country basis, or be limited in appli- - 
cation to the foreign subsidiary form of operation. Instead, if upon he 
full consideration, your committee should determine that a rate = 
reduction in this area is appropriate, it would appear more sound and - 
equitable that it be granted on a uniform and predictable basis. sy 
It should be emphasized, however, that a reduction in the tax rate § °° 
on foreign income must clearly serve the national interest in order to ee 
justify the discrimination against U.S. source income, as well as the ‘ 
resulting revenue loss. = 
In the Treasury Department’s report dated May 6, 1959, on H.R. . 
5, it was stated that a 14-percent reduction in tax on foreign income, he 






as provided in section 4 of the bill as introduced, would have produced 


y as 


ause 
€ its 
1Ons 


S- 
US f 
ei 
tally 
the 


of 
eaty 
‘10n. 
the 
the 
n of 
tion 
isily 
lent 


tax 
ping 
ugh 
ned 


Hess 


ttee 

the 
this 
ign 
and 
inst 


Lact 


“GROSS-UP” IN CONNECTION WITH FOREIGN TAX CREDIT y 


a revenue loss of approximately $200 million a year. Because of the 
large revenue loss and because of the doubtful effect of a rate reduction 
as an incentive for the expansion of American business abroad, the 
Treasury Department, as you know, was opposed to section 4 of 
H.R. 5. 

To summarize, the committee decided last August that the duplica- 
tion of the deduction and credit now allowed with respect to foreign 
taxes attributable to dividends received from foreign subsidiaries 
should be eliminated. The Treasury supported the committee’s 
decision. Because of the protests on the part of the taxpayers in- 
vesting abroad through foreign corporations to a change adversely 
affecting them without giving them an adequate opportunity to be 
heard, the committee announced that it would consider the so-called 
gross-up amendment as a separate matter and has scheduled these 
public hearings. 

The argument most commonly made by those who oppose a change 
in the existing tax rate preference accorded foreign subsidiary opera- 
tions is that discontinuance of the preference, by increasing the U.S. 
tax on foreign income when repatriated, may to some extent tend to 
discourage investment which might otherwise have been made in the 
less developed countries. Whether or not arguments of this type 
will be sufficiently persuasive to override the apparent need for a 
change in the formula for computing the foreign tax credit in order 
to put it on a sound and consistent basis may well depend upon the 
facts presented by other witnesses at these hearings. 

The Treasury would welcome the opportunity to cooperate with 
the committee and its staff in the further development of appropriate 
legislation after studying the testimony and submissions of the wit- 
nesses in these he arings. 

The CuarrMAn. Mr. Glasmann, we thank you, sir, for giving us 
the thinking of the Department of the Treasury on this matter. As 
indicated by you, it is true that the committee did at one point in 
executive session tentatively approve for inclusion in H.R. 5 a pro- 
vision for gross-up of the foreign tax credit of income derived by the 
American corporation from a foreign subsidiary, and for the reasons 
which you stated the committee also decided that it would be i inappro- 
priate to go ahead with that tentative position without giving those 
affected an opportunity to be heard. 

The position of the Treasury at that particular time was in support 
of both the gross-up with respect to income from the foreign sub- 
sidiary and also in connection with the income derived from the 
foreign business corporation. There has been no change in the atti- 
tude of the Treasury on that point? 

Mr. GLtasMANN. That is correct, Mr. Chairman. We supported 
the consistent application of the principle of the gross-up. We do, 
however, want to see what other witnesses at these hearings have to 
say as to the effect of the change and after considering that testimony 
cooperate with the committee in developing whatever legislation may 
seem appropriate. 

The CuarrmMan. You have alluded already to what you anticipate 
to be the arguments of those who oppose the legislation, namely, that 
it would have an adverse effect upon foreign investments, or it would 
violate some treaty obligation or it would do something else. You 


have, I am sure, given some thought to these positions already, have 
you not? 
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Mr. GiasMANN. We have, Mr. Chairman. 

The CuarrMAN. So far you have been unswayed from the position 
that you took in the committee in executive session on this matter? 

Mr. GuasmMann. I believe that the one argument, if sufficient 
evidence is produced to show that it has merit, that would have con- 
siderable weight from the standpoint of the Treasury would be does 
the present law actually serve to encourage investment in the legs 
developed areas and can it be shown that but for this provision capital 
would not flow into those areas. We would be interested in seeing if 
there is any evidence to support this claim. 

The CuatrMan. If the committee became convinced that that 
would be the case would it be the thought then that the gross-up 
should apply to income derived from foreign investments in areas 
outside of the underdeveloped countries and existing law permitted to 
apply to income derived from underdeveloped areas? You are not 
suggesting that? 

Mr. Grasmann. No, I am not; not at this time, sir. 

The Cuarrman. If we find that it might discourage investments 
then in underdeveloped countries it is your thought that we should 
leave the law as it is. I am just trying to understand your point. 

Mr. GuasMANN. It seems to me, Mr. C hairman, that the only basis 
for not putting the gross-up amendment in the law has to be some 
overriding public polic y consideration such as the one I have men- 
tioned. 

The CuarrMan. | would agree, but I am just trying to anticipate, 
because I am satisfied there will be the arguments made that you have 
anticipated. We will not have an opportunity to get your response 
to those arguments. 

Mr. GLasMANN. It would be quite helpful if the witnesses who 
testify could cite actual cases, I would think, that would indicate 
that they would not have gone into, say, Mexico or some other country 
but for this preferential tax rate situation that exists through opera- 
tions with the foreign subsidiary. 

The Cuarrman. You and I know without asking the question that 
a preferential tax rate always induces the flow of assets, doesn’t it, 
with all other things being equal? 

Mr. GiasMANN. In general I would think that assets go where you 
expect to have a profit made on those assets. 

The CnarrMan. After taxes too. 

Mr. GiasMann. And the after tax situation would increase the 
amount of profits you would keep. 

The CHarrmMan. Any further questions of Mr. Glasmann? Mr. 
Baker? 

Mr. Baker. Would the passage of the bill in the House the other 
day on foreign tax credit have any effect on this situation if it became 
law, equalizing the tax treatment of 52 percent? 

Mr. GiasmMaAnn. The bill that passed the House would give tax- 
pavers the.opportunity to use what is known as the overall limitation. 
They are now restricted to the percountry limitation unless they 
happen to be in a holding company operation. The overall limitation 
would have some influence upon the effective foreign tax rate which 
would be applicable to the income earned abroad and as such would 
have some influence upon the amount of benefit that vou get-under this 
present doubling up of the credit and deduction allowed under the 
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existing law, so this change would have some effect; but not a direct 
ofect, on the pending bill that you mentioned. 

Mr. Baker. I see where it would have a direct effect. Of course the 
ofect of the bill if put in one package would be to make uniform not 
more than 52 percent. Why couldn’t that same principle be applied 
to this dividend situation? Would that be a fair way to do it? 

Mr. GuasMANN. I am not sure I understand your question, Mr. 
Baker. 

Mr. Baker. I don’t know that I do either. That is the reason I am 
asking you. If that principle was already, with respect to actual pay- 
ment of forei ign taxes and credits, to see to it that no American com- 
pany abroad directly or indirectly had to pay more than 52 percent— 
so far | am on the right track? 

Mr. GLASMANN. Yes. 

Mr. Baker. Could that same principle be applied to this kind of a 
situation ? 

Mr. GLasMaNN. I would think it could, yes. 

Mr. Baker. On who would that be sensible or not sensible? That 
bill the other day seemed to be fair. Some people thought it wasn’t. 

Mr. GLASMANN. One of the arguments in favor of that bill was that 
in one country you would be paying a 40- eae. rate, another 
country a 60-percent rate, and that you were losing some of the tax 
credit Which you couldn’t offset from that 60- percent- -rate country. 
The bill passed by the House would let you bring the foreign taxes 
into one basket and you would have a 50-percent “effective rate that 
could be offset ceauilensie against your U.S. tax. I think the argu- 
ment in support of the overall limitation that it merely made it so 
that income abroad was not taxed higher than the 50-percent rate 
would indicate that perhaps in this area of the gross-up amendment 
the same argument could be made and would support enactment of 
the pending legislation. 

Mr. Baker. Other members of the committee may, and 
indoubtedly do, a rstand that situation better than I do. Let’s 
apply it under H.R. 5, because that is what we are going to have to 
be faced with. lack this, you might say, a companion to H.R. 5, 
ifit is to be passed, to make H.R. 5 more palatable or more workable; 
ram I right on that? 

Mr. GuasMann. I think you are right. There is a provision in 
H.R. 5 that would require this type of ‘“grossing-up” of the foreign 
taxes, 

Mr. Baker. However, that was taken out of H.R. 5? 

Mr. GLASMANN. It stayed in H.R. 5 insofar as it related to the new 
class of corporation, the foreign business corporation, and its foreign 
subsidiary. 

Mr. Baker. [ understand that fundamental thing, ves, that it 
remained in and for that reason it is unfair to the corporations that 
would take advantage of H.R. 5. I understand that basic principle 
very clearly, but I never did honestly understand—and I ought to 
be Saying this in executive session—why it went in H.R. 5. You are 
song to fact H.R. 5 on the floor. Is this to be treated in a way as 
wn essential part of H.R. 5—that is what I am trying to get to--so 
is to equalize between foreign business corporations under H.R. 
vid presently existing foreign subsidiaries under general law? 
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Mr. GuiasMann. I would say, Mr. Baker, that in order to equalize 
you would have to do one of two things. Either you would adopt 
this gross-up amendment in the pending legislation, which would a 
it equal—because that gross-up principle is already in H.R. 5—or you 
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would go the other way and you would amend H.R. 5 to take out & * - 
the requirement of grossing-up dividends by the amount of the foreign M 
tax in the case of a foreign subsidiary of a foreign business corporation, +a 
Mr. Baker. On page 10 you say at the bottom of the page: - 
fas * * the Treasury estimates that application of the gross-up amendment to the ( 
dividends of all foreign subsidiaries (assuming no significant change in their 
dividend policies) would increase the revenues by about $46 million a year. Of ered 
this amount, $31 million would be attributable to the dividends from the more corp 
developed countries, and the balance of $15 million, from the least developed areas, M 
Does that mean if this pending legislation is passed that will be § bee® 
the effect of it? Wou 
Mr. GuasMann. That is our best estimate, that if this pending leg- M 
islation is passed, the revenues will be increased by the approximate § ™*k 
amounts that I have mentioned. own 
Mr. Baker. That would all come then from the existing and any § “re 
future foreign subsidiaries. tion 
Mr. Guasmann. No, this is just based upon the existing situation. § >e! 
Additional amounts from new foreign subsidiaries presumably would — 
tend to increase the revenues over the years as income increases \ 
abroad. you 
Mr. Baker. You mean all that $46 million would come from foreign — *SS" 
subsidiaries? wou 
Mr. GuasMANn. That is right; dividends from foreign subsidiaries. legis 
Mr. Baker. Then I would assume that the ones that have foreign the 
subsidiaries would be against this pending legislation. N 
Mr. Guasmann. I would think that would probably be a sound § D8Y 
assumption. of 
Mr. Baker. I am beginning to understand it now. Thank you, § Y°U 
Mr. Chairman. Inve 
The Cuarrman. Any further questions? wit! 
Mr. Aucer. Mr. Chairman. pas: 
The CuarrmMan. Mr. Alger? hist 
Mr. Aucer. Mr. Chairman, I wonder if the Treasury is for this hel 
bill, in view of the last paragraph in the Treasury’s statement where obt 
the Treasury wanted to take the findings of the witnesses and study the 
them. Are you for these two bills? i 
Mr. GuasMANN. Mr. Alger, I think that our statement would indi- the 
cate that we would like to reserve our position until we see all the Th 
evidence. for 
Mr. Aucrer. Thank you 7, 
Mr. Baker. Would you yield to me? lati 
Mr. Atcer. Yes. > oj 
Mr. Baker. On that same point, Mr. Chairman—and this is in ‘ 
no sense critical—if H.R. 5 should be enacted into law, there is § ??! 
apparently no incentive that I can see to take advantage of H.R. 5 = 





unless this legislation is passed, because I can’t see why anybody 
would form—unless there is some reason that I don’t know anything 
about—a foreign corporation under H.R. 5 when under existing law 
they can have a foreign subsidiary and save their part of $46 million. 

Let’s assume that H.R. 5 would become law. Then what reason 
would there be for the Treasury not taking an outspoken position 
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in favor of this pending legislation if, No. 1, it has preference be- 
tween the two classes of entities; and, No. 2, you pick up $46 million 
in revenues. I don’t quite get ‘that from your statement; and that 
is What you are driving at. 

Mr. Aucrr. Yes. 

Mr. GLAsMANN. Going back to the premise itself, I think there 
would be sound reasons for taxpayers to set up business corporations 
even though there was this discrimination, if you will, in favor of 
the directly held foreign subsidiary in the computation of the foreign 
credit. There would still be other reasons why a foreign business 
corporation might be useful. 

Mr. Baker. Then take the second premise. Assume that H.R. 5 
becomes enacted into law. Let’s assume it was the law today. 
Would Treasury favor this pending legislation unequivocally? 

Mr. GLAsMANN. From a standpoint of tax policy it certainly would 
make sense to have uniformity of treatment of the foreign subsidiary 
owned by the new class of foreign business corporation and the 
directly held foreign subsidiary, so ‘that, if you look only to the ques- 
tion of sound tax principles, yes; we would. The question would 
be, however, are there overriding considerations which may be brought 
out by witnesses to follow? 

Mr. Acer. Please don’t think I am critical. If it is fair and if 
you are going to get $46 million of new revenue, and we are still 
assuming H.R. 5 is the law, you just can’t see what reason there 
would be that Treasury wouldn’t be strongly in support of this 
legislation? Or is it based on the fact that H.R. 5 may not become 
the law? Or what is it based on? 

Mr. GuasMann. I think it is based upon several things: One, you 
have a provision that has been in the law for a considerable number 
of years. Whenever you make a change after that length of time, 
you have to be very careful to consider all the factors that may be 
involved. Certainly, if you did not have the past history, it would 
without question be ‘the sound thing to do to have this amendment 
passed, and it may well be the sound thing to do despite all this past 
history; but the committee itself felt that public hearings should be 
held and the views of those who oppose this type of provision be 
obtained; and it seems to the Treasury that certainly we should have 
the benefit of those views before we finally make a recommendation. 

Mr. Aucer. I can see that. Still it seems apparent to me what 
the view in opposition will be from what you have already stated. 
That is, that this particular type of tax treatment has been in the law 
for 40 years or more. Therefore, they have a right to rely on it and 
we should not change the rules , but that could apply to any tax legis- 
lation on the books “almost, and you know they are going to have that 
objection. 

Mr. Guasmann. Mr. Alger, I think the fact that the Treasury sup- 
ported the committee’s tentative decision last August suggests ‘where 
our sympaties lie, but I do believe that we should wait until we see 
what the opponents of this type of legislation have to say before we 
make any recommendation. 

Mr. Aucer. I think that is a very fair attitude. I am assuming 
you don’t know what those objections are and that you are going to 
get additional information from their testimony. 


55760—60 
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Mr. GuasMann. For one thing, Mr. Alger, the argument. is fre. 
quently made that tax rates are much higher in the more developed 
countries and rather low in the less developed areas as a general rule. 
Therefore, the chief advantage of this existing situation where you get 
a double deduction and credit for the same foreign taxes is said to be 
in the less developed countries. It would seem to me that possibly 
some proof in that area would be helpful. Information that we have 
tends to indicate that the tax rates in the more developed countries 
are not perhaps as high as they seem from merely stating a rate, 
Because taxpayers in some cases are apparently able to negotiate 
special arrangements with the taxing authorities in some countries, 
and because of initial investment allowances and accelerated deprecia- 
tion, or other differences in the computation of the foreign taxes, you 
may find that the effective tax rate in a country like Germany, or like 
Belgium, for example, may be considerably lower than our rate. If 
that is the case, it may well be that there is a considerable advantage 
from the existing law with respect to those who are investing in the 
more developed areas. 

Mr. AuGcEer. My final question is this as far as 1 am concerned. Is 
the uncertainty as to what foreign nations or other nations might later 
do taxwise a controlling factor in your reluctance to approve this legis- 
lation? In other words, if we pass the legislation now, pass it on the 
situation as exists taxwise in countries A to X and then as soon as it 
has been on the books in a few weeks they come along and adjust 
themselves, which is completely beyond our control, would you still 
have the incentive for foreign subsidiaries? Is that a factor? 

Mr. GiasMAnn. No; I don’t believe that I can say that that is a 
factor that is of great concern. 

Mr. Acer. Of course there is nothing to keep them from doing 
it. They can adjust their tax rate mathematically, say, in country X, 
to give the same advantage that has been taken away here, $46 
million. They can do that if they want to. I believe I know about 
as much about it as the ones on the floor would. I do hope that 
when this thing is over you will take a positive position on it. 

Mr. GLAsMANN. I think that I can assure you that we will after 
the submissions and statements of the other witnesses have been 
presented and we have had a chance to analyze them. 

Mr. Atcer. That is all. 

The CHarrMAN. Mr. Byrnes. 

Mr. Byrnes. Mr. Glasmann, you point out that the breaking 
point is 26 percent as far as the foreign tax rate is concerned and that 
as it varies from either direction from that the advantage is lessened. 

Mr. GLasMANN. That is correct. 

Mr. Byrnes. Do you have any table or chart of the tax rates in 
existence in the various countries? What I am thinking of is it might 
be of interest to the committee to see where these advantages occur 
to greater or lesser degrees. I don’t think that has anything to do 
with the matter of tax policy or theory, but it could relate to this 
other aspect that you mention, namely, the impact of a change. 

Mr. GiasMaANnn. | don’t know, Mr. Byrnes, whether you have 
available copies of the hearings on H.R. 5 last July. 

Mr. Byrnes. I am sure there are copies around. I don’t happen 
to have one here. 
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Mr. GLASMANN. At page 257 of those hearings a table is reproduced 
from what is known as the Strauss report, which described the effective 
foreign tax rates on locally incorporated subsidiaries of U.S. corpora- 
tions. ‘Those rates cannot be accepted at face value. They are about 
as good as we have at this time, but I think I should mention some 
modifications to them. For example, the rate listed in the table for 
Belgium is 45.3 percent. More recent information that has come to 
our attention would indicate that under certain circumstances that 
rate could be as low as 21.9. Germany is another example. The 
rate in the table is listed as 40.5 percent. That is out of date. 

The German rate has actually increased. I understand if you do 
not distribute your profits you have a 51 or 50 percent tax, something 
in that neighborhood, but if you distribute them the tax goes down to 
something in the neighborhood of an effective rate of 23 percent. 
That would be exclusive of any withholding tax that Germany might 
impose on the U.S. parent corporation with respect to the dividends, 
but it doesn’t enter into this deemed tax computation for purposes of 
determining the foreign tax credit. 

What this suggests, I believe, is that perhaps a detailed study is 
needed of the actual effective rates that are possible under varying 
circumstances abroad. For example, the Swiss holding company op- 
eration is quite popular now. A Swiss holding company will have 
maybe a German subsidiary and an Italian subsidiary, and it will act 
as a selling agent for those manufacturing subsidiaries. The income 
tax in Switzerland taking into account the local, state, or Canton tax, 
and the Federal tax may be as low as 13 percent, with no tax being 
imposed by the Swiss upon dividends received by the Swiss holding 
company from its German subsidiary or its Italian subsidiary. In 
any event it would seem that the tax situation in Western Europe, 
the Common Market area and the Outer Seven, may be quite favor- 
able, more so than perhaps just a flat statement of rates might indicate. 

Mr. Byrnes. In other words, we are not talking about deducting 
a particular rate and giving credit for a tax rate. Really what we 
are talking about is a credit in terms of the dollars paid in taxes to a 
foreign government. 

Mr. GuasMANN. That is right. 

Mr. Byrnes. Therefore, even with the use of what may be on the 
statute books of some foreign country an existing rate, it isn’t just as 
simple as subtracting that rate from 52 percent and saying this is 
going to be the rate of payment to the United States. 

Mr. GuasMANN. That is right. Some of these countries allow the 
taxpayer to deduct, in computing next year’s tax, taxes paid this year, 
so you can hardly say that the effective rate on the income is the 
actual flat rate the statute might call for. By the same token, many 
of them, as you know, have investment incentive provisions in their 
tax law so that on the income at least for the first few years after 
investing in the particular country the tax is relatively low. 

Mr. Byrnes. However, we have taxpayers in most of these coun- 
tries. We have some foreign subsidiaries of American corporations. 

Certainly it shouldn’t be too complicated to try at least to get some 
kind of a picture of what that credit amounts to by way of a per- 
centage which would be much more informative than this table on 
page 257. 
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Mr. GiasMaAnn. That is right. 

Mr. Byrnes. Really what you are saying is that this table on 257 
is the best we have, but it isn’t sufficient. 

Mr. GLasMANN. It is a starting point. 

Mr. Byrnes. Yes. It is nothing we can rely on as to where the 
impact of this present method of the credit and the deduction has its 
biggest impact. 

Mr. GuasMANN. I think that is right. 

Mr. Byrnes. I wonder if you could check, if you can do it without 
too much difficulty, to see what the results are from some samplings 
of returns on foreign subsidiary income? , 

Mr. Giasmann. We plan to do that, Mr. Byrnes. 

Mr. Byrnes. That is all, Mr. Chairman. 

The CuatrMan. Mr. Boggs. 

Mr. Bocas. Just one or two questions. I read your statement, 
Mr. Glasmann. I am sorry I missed your delivery of it, but I note 
on page 7, at the bottom thereof, you make this statement, which 
I will read back to you. 

Certainly it is difficult for us to find fault in theory with the general principle 
that the tax rete applicable to income received by American firms operating 
abroad should generally be the same, without regard to form of organization. 

I would presume that you would mean just what you say there, 

Mr. GLASMANN. Yes, sir. 

Mr. Boaes. That leads me to ask you why you make any distine- 
tion with respect to H.R. 5 which seeks to do just that, to have the 
same rate of tax regardless of form. In other words, it says we will 
let you create a domestic corporation to do the same thing that we now 
let you do under a foreign subsidiary corporation. Why do you draw 
this distinction? 

Mr. GuasMaANnN. The particular statement to which you refer men- 
tions tax rate rather than the timing of the tax. 

Mr. Boaes. I wasn’t talking about the time of the payment. I was 
talking about tax treatment generally. 

Mr. GuasMaAnn. I thought you read my statement, Mr. Boggs, and 
asked me if that was a correct statement and I indicated that I felt 
that it was. 

Mr. Boces. You mean that insofar as paying the tax you would 
recommend different rates? 

Mr. GuasMANN. No. 

Mr. Boaces. Would you recommend an entirely different approach? 

Mr. Guasmann. I think the Treasury’s position on H.R. 5 has been 
made clear. As you know, we indicated that in principle we saw 
great merit in it. 

Mr. Boaas. I understand the position, but what I don’t understand 
is how come you come here this morning and say that you think there 
ought to be uniformity without regard to form of organization, and 
you thereupon limit this uniformity to this “gross-up” business that 
you are concerned about. 

Mr. GuasmMann. No. The uniformity of which I was speaking was 
that $100 earned abroad ought to pay a $52 tax regardless of the form 
of organization. 

Mr. Boaes. You just want uniformity in one area of taxation, that 
is, the rate. You don’t care about the time of payment. This 
doesn’t concern you? 
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Mr. GLAsMANN. Again let me say that as long as you have what 
amounts to tax deferral, postponement of time of payment, for 
foreign subsidiaries, you have a situation which discriminates against 
the domestic corporation that is operating abroad directly. If you 
give uniformity of treatment to the domestic subsidiary and foreign 
subsidiary operating abroad, you have uniformity with respect to 
foreign operation, but then you have discrimination against the tax- 
payer operating in this country and paying his taxes currently. 

Mr. Bocas. I don’t quite understand the answer. W hat I am 
trying to get an answer to is a very simple proposition. I like what, 
you said, “without regard to form of organization.”’ I congratulate 
you on that phrase. ‘What I am trving to find out is why you put 
these strange limitations on that. 

Mr. GuasMANN. I think that if what you want is a discussion of 
H.R. 5, as to why the Treasury took the position that it did, of course 
we had witnesses who appeared in public hearings in July to explain 
that, position. Basically it was on the ground of revenue that the 
Treasury suggested limiting the tax deferral to the less developed 
countries because that is the area of greatest need for private invest- 
ment abroad. 

Mr. Boaes. Then I will ask you a question. Will the Treasury 
Department support H.R. 5 if we limit it to underdeveloped countries? 

Mr. GuasMann. If you limit it to income earned in the under- 
developed countries; ves. 

Mr. Boaaes. Of course this won’t do what you say, without regard 
to the form of organization, will it? 

Mr. GuasMANN. It certainly will not give a domestic corporation 
operating abroad in Western Germany the same tax treatment that a 
foreign subsidiary operating in Germany has in terms of the time of 
payment of the U.S. tax. 

Mr. Boaas. However, there is no question in your mind that if we 
limit H.R. 5 to income earned in the underde ‘veloped countries you 
will support it? 

Mr. Guasmann. If vou limit H.R. 5 to income earned in the under- 
developed areas by the foreign business corporation the Treasury has 
indicated that it would support such a measure. The President in 
his budget message this vear has such a statement included. 

Mr. Bocas. Is H.R. 5 otherwise acceptable to you in the present 
form? 

Mr. GLAsMANN. There are several provisions that we would find 
very difficult to administer in H.R. 5. One of them is the 10 percent 
importation restriction. 

Mr. Bocas. Are there any others? 

Mr. GuasMann. I think with that exception that the bill as drafted 
would not be objectionable to the Treasury if it were limited 
income earned in the less developed areas. 

Mr. Bocas. That is all, Mr. Chairman. 

The CHarrMan. Any further questions of Mr. Glasmann? Mr. 
Glasmann, I want just a little bit more information on_ possible 
connection between any tax treaties that we have and the bills before 
us this morning. ‘To what extent are existing treaty obligations of the 
United States a problem in connection with changes in our foreign 
tax credit? You have mentioned them generally, but I want the 
details. What do these treaties provide? 
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Mr. Griasmann. Mr. Chairman, I think perhaps an example would 
be helpful. I would like to read from the Belgium Treaty. Article 
XII, paragraph 2, provides: 


In accordance with the provisions of section 131 of the U.S. Internal Revenue 
Code as in effect on the day of the entry into force of the present convention, the 
United States agrees to allow as a deduction from the income taxes imposed by 
the United States the appropriate amount of taxes paid to Belgium, whether 
paid directly by the taxpayer or by withholding. 


The key words, of course, are— 
in accordance with the provisions of section 131 of the U.S. Internal Revenue 
Code as in effect on the day of the entry into force of the present convention. 
Section 131 was the foreign tax credit provision of the 1939 Internal 
Revenue Code. Sections 901 through 905 would be the corresponding 
provisions of the present law. 

The CuHarrman. What does the treaty say with respect to that? 
That we are not to reduce the amount of that credit? 

Mr. GLAsSMANN. It merely says that in accordance with the provi- 
sions of the law as in effect on a particular day we will allow such and 
such a credit. 

The CHarrMan. Does this involve just the question of decreasing 
or increasing a credit, or what does the legislation involve? 

Mr. GuiasMann. Essentially the legislation involves bringing into 
gross income the amount of the foreign taxes which are attributable 
to the dividend that the foreign corporation pays its parent. 

The CHarrman. I know, but does the legislation involve just the 
question of decreasing or increasing the credit that was in effect at 
the time of this treaty? Does it have an effect of increasing the credit 
or decreasing the credit? 

Mr. GuLasMANN. It increases the credit, but it also increases the 
amount of gross income that the taxpayer has to report. 

The CuarrMan. Do we have 14 tax treaties that are in effect similar 
to this one that by any stretch of the imagination would commit us 
not to change this present method of figuring the tax credit into a 
“gross-up”? Would this proposal be in violation of any of these 14 
treaties? 

Mr. GLasMANN. We have 14 treaties that contain this specific date 
with reference to the foreign tax credit. 

The CuarrmMan. That is right. Is this legislation in violation of 
those treaties? 

Mr. GuiasMANN. I was going to add that 9 of those 14 contain what 


is sometimes referred to as a savings clause or a reservation clause 
which reads as follows: 


Notwithstanding any provisions of the present convention * * * in determin- 
ing the income taxes, including all surtaxes of its citizens, or residents, or corpora- 
tions, or other juridical persons may include in the basis upon which such taxes 


are imposed all items of income taxable under its own revenue laws as though 
this convention had not come into effect. 


This was the Belgian provision again. 

The CHarrRMAN. | am still trying to find out whether or not in the 
opinion of the Treasury—because these treaties were developed under 
the auspices of the Department of the Treasury, were they not? 

Mr. GuasMANN. They were. 


The CuatrMan. This legislation before the committee would be in 
violation of any of these treaty arrangements. 
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Mr. GitasMANNn. I believe I mentioned, Mr. Chairman, in my state- 


' ment that there is a question whether, if the pending legislation were 
> enacted, it would be effective with respect to dividends received from 


subsidiaries incorporated in some of these 14 countries, that the enact- 
ment of the legislation, however, would not violate the treaty unless 


' Congress decided that it wanted to override any possible treaty 


obligation. 

The CHAIRMAN. That is what | am trying to find out. If we have 
this rule and these bills apply uniformly to income from all countries, 
including these 14 countries with which we have treaties, and we say 
specifically that we want it to apply uniformly even to that income, 
would our action be in violation of these treaties? 

Mr. GuasMann. The best I can say is that it might. 

The CHarrRMAN. Why? What are we committing ourselves to do 
in these treaties? Aren’t we committing ourselves against reducing 
the credit in effect at the particular time the treaty went into opera- 
tion? Did we commit ourselves both against reducing the credit and 
enlarging the credit? 

Mr. GLasMANN. I personally think that the arguments against this 
being an action that would result in a treaty violation are better than 
the arguments that say that it would be. I think it is possible, how- 
ever, for people to argue that this language in the treaties means that 
on an overall basis the foreign tax credit provisions will not be less 
favorable than they were at the time the treaty provisions came into 
effect. 

The CuarrMan. Is it overall that we have committed ourselves to 
preserve, or is it the tax credit that we have committed ourselves to 
preserve under these treaties? 

Mr. GuasMann. I think the argument certainly is sound that it is 
the tax credit principle that we are committed to preserve. 

The CuairMaN. If it is the tax credit, then how can it be said that 
we did more than try to preserve that tax credit against reduction in 
these treaties? 

Mr. GiasmMann. I think that is certainly a plausible argument. 

The CHAatRMAN. We didn’t say anything, did we, that we were 
committing ourselves against enlarging the tax credit? 

Mr. GLasMANN. No. 

The CHatRMAN. Would it follow, if we should enact legislation that 
applied the Western Hemisphere treatment to the income derived 
from all parts of the earth, the 14 point differential, that that would be 
in violation of these treaties? 

Mr. GiasMANN. | wouldn’t think it would be, no. 

The CHarrMan. How could we do that then, if the treaties applied 
to the overall, without being in violation? I am not saying you con- 
sider that it applies to the overall. You think it applies to the credit. 

Mr. GiasMANN. I would say this: the treaties themselves contain 
provisions which specifically provide that taxpayers will have at least 
all the advantages that flow from any changes in this country’s tax 
law. 

The Cuatrman. When we were considering this matter of the 
carryover of the unused foreign tax credit I heard no one suggest at 
that time from the Treasury that that action in liberalizing the credit 
and its effectiveness might be in violation of any treaty. 

Mr. GiasMANN. I think that would be because it was a benefit 
being added rather than any possible detriment. 
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The CuarrMan. The same thing would apply then to a 14-point 
reduction? We could do that so long as it benefits? 

Mr. GLasMANN. Yes. 

The Cuairman. You would think then that the objection to the 
change here, and making this a larger credit under the “gross-up” 
might be in violation of the treaty because it goes the other way? 

Mr. GiasMAnn. I think it is possible to argue that the language in 
the various treaties should be broadly construed and that a reduction 
in the overall benefit that flows to the taxpayer under the credit pro- 
visions might be said to be contrary or inconsistent with treaty 
obligations. On the other hand, an argument can be made that you 
are not reducing the foreign tax credit; you are increasing it. At the 
same time you also are increasing the taxpayer’s gross income. 

The CuatrmMan. Somebody I think in the executive department 
finally is going to have to give us his opinion at least of whether it is 
in violation of one of these treaties to do what we are approaching in 
this legislation, because none of us wants to violate our treaties, of 
course. 

Mr. GuasMANN. Our suggestion would be that if this legislation 
were to be enacted, the committee should make clear that it does not 
intend to override any treaty obligation. If we later find that we 
have difficulty in this area we will negotiate changes in the treaties 
that have these provisions. I might say in this regard in new treaties 
that we are negotiating and in old ones where changes are being 
negotiated we are taking this point up and have had no trouble 
whatever in having the change agreed to. 

The CuatrMan. In other words, we should not be deterred then in 
the enactment of this legislation because of any possible argument 
that it might be in violation of a treaty? 

Mr. GiasMANN. I would not be. 

The CuatrmMan. Because the treaty itself could be changed if it was 
found to be in violation? 

Mr. GiasMann. Yes. The legislation, I would think, would not 
override the treaty obligation if the obligation is such that the old 
foreign tax credit has to apply. 

The CHarrmMan. What if the committee wants to specifically see 
that this ‘‘gross-up”’ applies to income from Belgium, a country with 
which we do have a treaty? 

Mr. GLasMANN. Congress certainly has the power to do so. 

The CuatrmMan. I understand that, but in the process of doing so 
we should not be deterred just because it might be in violation of the 
treatv. The treaty itself would be changed? Is that what you are 
talking about? Iam not quarreling with you. I am trying to find out. 

Mr. GuasMann. I think the Congress could enact legislation which 
would say specifically that if it conflicts with any treaty obligation, 
the legislation is to override the treaty. Such action would put this 
country in a position of at least at some future date having the argu- 
ment made that the legislation does violate a treaty, and we might 
then have to. negotiate this question with the countries involved. 

I don’t think it would be a serious matter either way, frankly, 
because this is, I think, to the countries involved pretty much a 
technical point. Many of them already have a comparable ‘“‘gross up” 
principle in their own law. I doubt that we would have any trouble 
negotiating a change, whichever way the committee should go. 
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The CHATRMAN. Mr. Byrnes. 

Mr. Byrnes. Wouldn’t this same difficulty exist, or does it exist, 

) with respect to a change that we made in the overall versus per 

country credit which we recently approved? That involves the 

) application of a credit with respect to this income earned in some of 

» these countries with which we have treaties. 

» Mr. Guasmann. I think in that situation, where a taxpayer at his 
own election can take either the per country or the overall, he probably 
could not complain later that the election that he made was not the 

| most beneficial in any particular year and that therefore under the 
treaty he should be allowed the other method. He would probably 

> be estopped under those circumstances, I would think, from even 
raising the point. 

Mr. Byrnes. It affects the question of the credit which would be 
applicable, doesn’t it? 

Mr. GLasMANN. It affects the question. 

Mr. Byrnes. You let the taxpayer make a choice. 

' Mr. Guasmann. The law which gives you the choice of the overall 
or the per country would be a move which would make more beneficial 

the foreign tax credit provisions, whereas this pending legislation 

would tend to make it less advantageous. 

Mr. Byrnes. So your idea is that whether or not we violate the 
treaty depends on which direction we are moving rather than the 
fact that we are frozen in with the treatment of tax credit? 

Mr. GuasMANN. That would be my impression; yes, sir. 

The CuarrMAN. That is what I am trying to bring out, because I 
had always thought, Mr. Glasmann, that a treaty involved a balance 
of concessions given and received and that we looked, in determining 
whether or not we were in violation of a treaty, to see what advantages 
foreign countries might enjoy that we would take away in the process 
of changing some provision in the law. Is there anything in this 
legislation that would in any way affect or impair any of the balances 
that go in the direction of the foreign country or nations of the foreign 
country? Are we dealing here solely with the question of what we 
do with income that is repatriated to the United States that has to 
be taxed in some way under the income tax law? 

Mr. GuasMANN. Yes. We are dealing here with our own citizens, 
our Own corporations, and residents of our country. It is for that 
reason that, if enactment of this legislation were to involve a violation 
of any of our treaties, it would be in the nature of a technical or rather 
minor violation because of the fact that it would be affecting our own 
people rather than the residents of the foreign country. 

The CuarrMAN. They are residents and citizens of the United States, 
and certainly the country of Belgium is not making a treaty for their 
advantage. It is making a treaty for the advantage of its own people, 
isn’t it, and what we would be taking away from its own people, if 
anything, is the point we have to consider? 

Mr. GuasMAnn. I suppose an argument could be made that by 
having a more favorable tax credit provision it gives some incentive 
for our citizens to invest in that particular foreign country. There 
may be some benefit to the foreign country in that respect. 

Mr. Baker. Would you yield? 

The CHarrMan. Yes, Mr. Baker. 
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Mr. Baker. I think that the point brought out by the chairmay, 
of the Western Hemisphere treatment, is the most important one y 
have mentioned yet, on the question of whether we wouldn’t viola 
a treaty as long as we give benefits. Very briefly the Western Henj. 
sphere provision was this. It was an incentive to get American corpo. 
rations to go into the Western Hemisphere countries with the 14 per. 
cent preferential to develop resources, and we were favoring the 
Western Hemisphere nations. As I remember the history of it and 
the idea, it was somewhat in the spirit of the Monroe Doctrine. 

I feel sure about that. Now if we should change that 14 percent, 
change it in the sense we give it to Western Europe or the rest of the 
world, as H.R. 5 originally provided, it seems to me that the peopl 
that could have a real cause for complaint would be the Westem 
Hemisphere countries and the American companies that invested vast 
sums of money on this 14 percent, which was their reason for going 
into the Western Hemisphere countries. 

They really get hurt, because then they face competition from 
Western Germany, and Belgium, and Switzerland who have this same 
14 percent. That is the real concern. Therefore, I don’t think you 
ought to be putting on a benefit if it is going to be on the treaty pro- 
gram. It seems that the treaties would mean that you are going to 
keep it in status quo. If you extend that 14 percent worldwide, you 
have taken away all these advantages in South America and Central 
America. 

Mr. GuasMANnn. Mr. Baker, there is a provision, I think, in each of 
out treaties that provides in effect as follows: That the provisions of 
the treaty shall not be construed to restrict in any manner any exemp- 
tion, deduction, credit, or other allowance accorded by the laws of 
the United States to its taxpayers, so that any benefit that we provide 
in the treaty isn’t going to cut back on that benefit. 

Mr. Baker. That is my very point and I don’t want to take too 
much time. Mr. Simpson isn’t here, but he would repeatedly ask, 
and I say this seriously, Would this violate GATT? I mean that 
seriously. Would we have to compensate under those treaties if we 
passed legislation such as this? 

Mr. GuLasMANN. I can’t imagine that it would have any effect on 
any of our GATT operations. 

Mr. Baker. Of course under the treaty it would, wouldn’t it, be- 
cause all these countries are parties to GATT, I think. 

Mr. GuasMANN. The question has been raised, I understand, as to 
whether the 14 percent rate preference given the Western Hemisphere 
Trade Corporation has any effect in the area of GATT, but certainly 
the pending legislation which would tend to increase the taxes upon 
our citizens would not, I think, in any way run counter to any GATT 
principle. 

Mr. Baker. Those treaties, though, are between the sovereign 
nations and I don’t think any corporation has any right under the 
treaty. I think it is with the nation themselves, a treaty between 
the United States and Belgium. I don’t see where any American 
corporation operating either under a foreign subsidiary or a foreign 
business corporation could claim anything about violation of the 
treaty. Am I right on that? 

Mr. GuasMANN. It has been my understanding that a treaty cer- 
tainly is the law of the land until it is superseded. 
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Mr. Baker. We could obviate this whole question by writing into 
this legislation that it is not our intention to violate a treaty. That 
is the point. You say it is questionable, and I am inclined to agree 
with you. It is subject to argument whether or not this particular 
legislation would violate these treaties. Let’s say it does violate a 
treaty. What earthly good would it do for us to write in here that 
it is not our intention to violate a treaty unless it would be to obviate 
the entire effect of passage of the legislation in that particular country? 

Mr. Guasmann. One, Mr. Baker, such a provision saying that Con- 
sress does not intend to supersede any treaty obligation would mean 
simply that the taxpayer, say, receiving dividends from Belgium, 
would have an opportunity to argue that “the treaty prevented appli- 
cation of the gross-up amendment. 

Mr. Baker. However, it would go further than that. I think it 
would mean that that taxpayer wouldn’t be bound by this particular 
country if it did supersede the treaty. 

Mr. GLAsSMANN. The taxpayer would have the opportunity to show 
that this legislation conflicts with the treaty obligation, so long as in 
any law passed by Congress it was stated that Congress did not intend 
to override the treaty obligation. 

Mr. Baker. It would follow that if a court or anybody else should 
hold that it did override it, then he wouldn’t be bound by it. 

Mr. GLasMANN. That would be true and we would certainly in any 
interim period be negotiating changes in any of these treaties that 
have this, what we might call, freeze language, to remove it from the 
treaty. 

The CuarrmMan. Mr. Bosch. 

Mr. Boscu. Proceeding a little further on that argument of Mr. 
Baker’s, Mr. Glasmann, assuming that the situation arose and you 
would have to negotiate for modification of the treaty, would you not 
foresee additional concessions which would have to be made in order 
to effect the treaty? 

Mr. GuasMANN. I would doubt it. That hasn’t been the attitude 
we have run into in our negotiations where we have eliminated such 
language from treaties. 

Mr. Boscu. However, it is a possibility? 

Mr. GLAsMANN. It is a possibility, but it is such a technical and 
rather minor point, and one also that once you make it clear to the 
hegotiating team of the other country what is involved in terms of 
the double deduction and credit, particularly if they don’t allow that 
sort of thing in their own country, that we don’t expect trouble with 
such negotiations. 

Mr. Boscu. Let me ask you this. Do you believe that the passage 
of this legislation would open the door to similar provisions for the 
present forei ign subsidiaries of U.S. corporations? 

Mr. GuasMaNnn. This provision would apply to all foreign subsid- 
iaries of U.S. corporations. 

Mr. Boscu. In other words, it would cover the foreign subsidiaries 
today plus a foreign business corporation which might be created 
under H.R. 5? 

Mr. GLAsMANN. Right. Under H.R. 5 as it now stands there is a 
provision which wou'd require the ‘‘grossing-up” of dividends by the 
amount of the foreign taxes attributable thereto. This provision 
would apply the same princip'e to a1 foreign subsidiaries generally. 
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Mr. Boscu. Then let me ask you the $64,000 question. What 
advantage would there be then for an American corporation to organ- 
ize a foreign corporation, if they can do the very same thing today 
under the law, with a foreign subsidiary. Is it the protection of the 
U.S. flag? Is that the main issue? 

Mr. GLAsMANN. You mean a foreign business corporation? 

Mr. Boscu. Yes. 

Mr. GLasMann. The advantage would be that if you equalized the 
situations so that there was no tax disadvantage to using the foreign 
business corporation you would presumably be inclined to use it rather 
than a foreign corporation. 

Mr. Boscu. Why? The question is why? 

Mr. GLASMANN. One thing is we have a number of tax treaties that 
provide benefits for domestic corporations that don’t apply to the 
foreign corporations. We have a number of programs, for example, 
the investment guaranty program, under ICA, that apply to the 
domestic corporations. I think a final point on the foreign business 
corporation that perhaps ought to be made is that if you are now 
operating abroad with a number of directly owned foreign subsidiaries, 
in most cases you can’t, without incurring a capital gains tax, put all 
those foreign subsidiaries under a foreign holding company. H.R. 5 
would permit a foreign business corporation to act as a holding com- 
pany for those foreign subsidiaries and would allow that tax-free 
transfer of the stock of those subsidiaries to the new foreign business 
corporation. 

Mr. Boscu. Wouldn’t that do violence to the established provision 
of the tax law to which vou refer which has been in existence since 
1918 and which was given a great deal of credence by the Supreme 
Court of the United States in the American Chicle Co. case. 

Mr. Gutasmann. The American Chicle case was one which I recall 
was won by the Government. The taxpayer involved there was 
trying to get even a greater allowance than would now be possible 
under existing law, so that instead of a fall deduction and a credit of 
part of the foreign tax, he wanted both a full deduction and then a 
credit for the full foreign tax, and in the American Chicle case, the 
Supreme Court held that he only get a partial credit. 

Mr. Boscu. That is all, Mr. Chairman. 

The CHarrMAN. Any further questions of Mr. Glasmann? If not, 
Mr. Glasmann, again we thank you, sir, for giving us the benefit of 
the views of the Treasury Department, Thank you, sir. 

Our next witness is Donald H. Gleason. 

Mr. Gleason, for purposes of this record, will you please identify 
yourself by giving us your name, address, and the capacity in which 
you appear? 


STATEMENT OF DONALD H. GLEASON, CHAIRMAN, SUBCOM- 
MITTEE ON TAXATION OF FOREIGN SOURCE INCOME, NATIONAL 
ASSOCIATION OF MANUFACTURERS 


Mr. Gieason. My name is Donald H. Gleason. I am assistant 
treasurer of Corn Products Co., New York, N.Y. I appear here 
on behalf of the National Association of Manufacturers, in my capacity 
as vice chairman of the association’s taxation committee and chair- 
man of its subcommittee on taxation of foreign source income. 
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The association has over 20,000 members, of whom over 80 percent 
have less than 500 employees and 26 percent less than 50 employees. 
Our members employ about 75 percent of all workers in industry 
and produce about the same proportion of manufactured goods. 

You may well ask why the association, whose membership is over- 
whelmingly concerned with domestic affairs, has taken the position 
that it has in respect of these and various other bills involving amend- 
ments to the taxation of foreign source income which have been 
recently the subject of study by this committee. 

We feel that private U.S. economic activity abroad is a matter of 
vital national self-interest. We feel that the bills to which I have 
referred would not have the effect of exporting jobs, nor would they 
tend to increase our problems with the imbalance in international 
payments, but quite the reverse. It is demonstrably true that foreign 
countries in which we have our largest private investments are our 
best customers to the distinct advantage of our exports, and the 
return on prior foreign investments now considerably exceeds the 
present capital outflow for this purpose. 

At the request of the Treasury H.R. 10859 and H.R. 10860, 
“* * * designed to equalize the tax treatment of income derived 
through foreign subsidiaries with the treatment accorded to income 
derived through foreign branches by denying to the former a double 
allowance with respect to foreign taxes paid on such income * * *” 
were introduced. 

The National Association of Manufacturers strongly opposes the 
amendment proposed by these bills. Its opposition is based on the 
following grounds: 

1. Its desirability on the grounds of equity is based on an improper 
comparison and is thus superficial 

2. It would import into the code an undesirable and unwarranted 
exception to our present concepts of entity and jurisdiction. 

3. It is impossible to equate the results of the foreign subsidiary 
and branch forms. 

4. It would lead in many instances to undesirable and apparently 
unanticipated results. 

5. It would violate the spirit of virtually all our tax treaties, and is 
in direct conflict with provisions in 14 treaties. 

It is extremely untimely and would now appear to go in a direc- 
tion opposite to our purposes and aims. 

Background: The tax credit system is a compromise between full 
exemption from U.S. taxation of foreign source income and its full 
taxation with foreign taxes merely permitted as deductions just like 
any other costs. 

Its compromise lies in that, while the United States doesn’t collect 
the same amount of tax on each class of income from foreign sources 
that it collects on such classes from domestic sources, each class 
theoretically, and I would underline ‘‘theoretically,’’ bears the same 
amount of overall tax, both foreign and domestic. 

[ts economic justification lies in the above-developed tax equality, 
sometimes referred to as neutrality, for, thus, at least in theory, taxes 
will not influence the direction or location of economic activ ity or the 
placement of capital. 

It should be emphasized that without the tax credit system, and 
most of the other special purpose provisions affecting the taxation of 
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foreign source income, now in our code, few, if any, new foreign ip. 
vestments would be made, and many presently existing U.S.-owned 
foreign businesses would be forced to liquidate. 

The problem: The alleged inequity which the proposed amendment 
would correct lies in the fact that where dividend income flows from q 
foreign subsidiary to a domestic parent and where the effective foreign 
tax rate is less than the U.S. rate of 52 percent, the overall tax both 
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foreign and United States, expressed as a percentage of net foreign recog! 
subsidiary income before foreign tax, is less than 52 percent. subst 

Were the same foreign income earned by a branch of the same forelg 
domestic corporation and if, in the country of source, branch profits entit) 
and subsidiary profits were subject to the same rates of tax, and were is ill 
permitted the same deductions and allowances by such country and (3 
by the United States, the overall tax after foreign tax credits would be or ne 
52 percent. endo 

The mechanical reason for the difference is that that part of the mati 
net foreign income of the foreign subsidiary which is used to pay the in te 
foreign tax and for which tax credit is allowed is itself not taxed at the 1 
the U.S. rate. cred 

m ee .. . . 

The proposal: The proposed amendment would require domestic the. 
parents of foreign subsidiaries, who elect to use tax credits, to include are 
in their own income income of foreign subsidiaries which is never oul 
declared to them as dividends and which they never receive. By B 
these mechanics, the gross U.S. tax of domestic parent corporations whe 
receiving foreign dividends would thus be increased and permissible the 
foreign tax credits would also be increased to a slightly lesser extent I 
where the foreign effective rate is less than the U.S. rate. Thus, the exp 
alleged inequity ' would be remedied. are 

Its effects where the foreign effective rates exceed that of the nel 
United States which, by the way, are quite the reverse under many lea 
circumstances, I will discuss later. 

(1) Equity considerations: It is submitted that the inequity is Ge 
really no inequity at all if appropriate comparisons are used. As 
was stated above, the theory of tax equality requires that the overall for 
tax, both United States and foreign on or with respect to the income of 
from foreign sources be at least as high as the U.S. rate. This is mi 
precisely what the present statute accomplishes insofar as the U.S. 
entity is concerned and the income which it receives. This is shown ap 
by the following schedule, using selected factors and assumptions: or 





















[In percent] ta 
ul 
Foreign tax rate 3¢ d 
Foreign dividend } 87 7 | 6! 
Foreign tax related to dividend. _- | 11.31 19. 24 23.79 . 
U.S. tax on dividend 33. 93 19. 24 | 7. 93 yl 
lotal tax 45 38. 48 31.72 n 
Tax as a percentage of dividend-_- 52 52 52 
—_________—_— — — —————-—-— h 
1 Interestingly enough by the expansion of the definition under the proposal of “‘accumulated profits’ o 
in I.R.C., sec. 902(c)(1), and the required inclusion in income of the deemed credit itself by virtue of the 


proposed new sec. 902(e) the decision in the leading Supreme Court case on the deemed credit would be 
reversed. (See American Chicle Co. v. U.S., 256 U.S. 446.) 
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) Equity and jurisdiction: The proposition on which the case 


‘i he amendment stands, that is, that there is a deduction as well as a 
) credit for foreign taxes, implies the accruability to U.S. tax of the 
§ foreign income ‘of a se parate foreign entity, which is owned by the 
) U.S. taxpayer. This proposition as well as the proposed correction 


does violence to the basic concepts of entity and jurisdiction now 
embodied in our revenue laws. Our tax system has always given full 
recognition to the separateness of the ¢ orporate entity. Except where 


) substance, avoidance, or evasion is in question,’ the income of : 


foreign operating company not distributed to or accruing to a dumnciis 


} entity should not be subject to U.S. tax. The proposal we believe 


is ill founded and would set dangerous precedents. 

(3) Equality of branch and subsidiary operations: The tax equality 
or neutrality sought by the tax credit svstem, which I believe you all 
endorse, even under optimum circumstances can only be approxi- 
mately reached. Among the important reasons for this are differences 
in tax and accounting concepts in the various countries throughout 
the world. Their varying effects on the ratios involved in the deemed 
credit calculation, and the amount of the foreign tax itself to which 
the ratios are applied create a number of variances. Other variances 
are caused by differences in allowances and deductions permitted by 
our laws in the computation of net taxable income. 

Because of differences such as these, overall tax rate equality, even 
where two subsidiaries operate in the same foreign country and under 
the same rules, is frequently only approximate. 

How then, or why, should equality, that is, absolute equality, be 
expected, or even attempted between foreign branches and subsidi- 
aries? Patently, their inherent differences are so great that it is 
neither desirable nor possible. Other important differences which 
lead to unequal results are as follows: 

(a) Our accelerated depreciation methods and those of England, 
Germany, and Argentina, for example, vary considerably. 

(b) The timing of the incidence of the U.S. tax is entirely different, 
for, in respect of ‘branches, the tax accrues immediate ly but, in respect 
of subsidiary earnings, the U.S. tax is deferred until profits are re- 
mitted. 

(c) Branches are allowed percentage depletion deductions under 
appropriate circumstances where foreign subsidiaries (except in one 
or two jurisdictions) are not. 

(7) Branch losses are permitted as deductions against domestic 
taxable income, while losses of foreign subsidiaries, except under very 
unusual circumstances, are not. 

(e) The tax results of foreign currency fluctuations are entirely 
different in branches than in foreign subsidiaries.’ 

(f) Branches of foreign corporations are taxed in some foreign 
junledictiona very differently than are local corporations (e.g., Ger- 
many, Argentina and Brazil, to mention a few). 

By these differences a kind of balance of ans ‘ial considerations 
has been struck, and the foreign subsidiary form by no means always 
gets the best of the bargain. Adjusting the deemed credit calculation 

2 While it is true the foreign personal holding company rules and the sections and case law involving 
substance over form also cut across lines of jurisdiction and entity, they all merely prevent evasion of taxes, 
which is not the subject with which we are herein concerned. 


3 See ‘‘Reporting Foreign Business Income,” by William A. Patty in the Tax Revision Compendium, 
1959, vol. 3, p. 2189. 
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to effect the allegedly desired equality (which as I have indicated, js 


































































































































grounded on an improper comparison) is no more logical than adjust. raised 
ing the deemed credit upward under some esoteric formula for foreign FR causes 
subsidiary currency losses on undistributed balances. that cr 
(4) Undesirable results: I have referred only to what happens under & of the 
the present law and under the proposed amendment where the effective JB signed 
foreign tax rate imposed on the subsidiary is less than the U.S. rate It w 
of 52 percent. I would now direct your attention to what would BB to s¢¢ 
happen under the amendment where the foreign tax rate exceeds the divide 
US. rate. Fin 
The proposal as we have seen would require the domestic parents which 
who elect to use tax credits to include in income in addition to the For 
foreign subsidiary’s dividend an amount which it never gets. This, tion 
under the amended formula, would be the full foreign tax on the = 
foreign income out of which the dividend is paid. Where the foreign a 1 
tax rate is less than the U.S. rate, the overall tax expressed as a percent Con 
of net foreign income before foreign tax would be 52 percent. Where will b 
the foreign rate exceeds the U.S. rate, the amendment would appear =~ 
to create a loophole. This follows, because the amount by which in the 
the gross U.S. income tax of the domestic parent is increased under Un 
the amendment would be less than the amount of the increase in barrie 
credit. The tax credit limitation of course generally denies foreign It 
tax credits on income at amounts in excess of the U.S. rates. How- go in 
ever, where other income, that is income other than from dividends cons’ 
bearing little or no foreign tax, such as royalty income, is derived M 
from the same country of source along with dividends, the limitation Glea 
on credits is thereby increased and foreign tax credits larger than now M 
obtain under the present law would be permitted. If H.R. 10087, M 
which this committee recently reported out, and which I understand M 
was passed by the House last week—, becomes law, enlarged deemed— M 
credits flowing from countries with rates higher than those obtaining M 
in the United States would serve to reduce the U.S. tax on income stat 
flowing from other countries of source with low tax rates. I 
(5) Tax treaties: The primary jurisdiction in respect of the taxa- indi 
tion of income is the country of source. The jurisdiction over the N 
person of the owner of the income which is often another country is \ 
thus secondary. Agr 
In order to mitigate the effects of double taxation which otherwise \ 
would arise because of the duality of jurisdiction, our tax treaties set tax 
forth limits as to who will tax what income and when. Among other h 
things they generally provide that an enterprise of one nation shall ) 
not be taxed in respect of its industrial or commercial profits by the } 
other nation unless the enterprise engages in business through a em 
permanent establishment in such other nation. } 
The treaties further spell out rather precise rules as to the taxation 
of dividends from an enterprise in one nation to the owners in another. tes 
While the proposed amendment would not literally violate these De 
rules, for the U.S. tax under it would be imposed not on the foreign i! 
enterprise itself but on its domestic parent, it does so by indirection, un 
since it would tax the domestic parent, who elects tax credits, on tar 
income of the foreign enterprise that it never receives. It is therefore Wi 
in violation of the spirit of the treaties and is consequently abhorrent. wi 





There is another point, which you went over with Mr. Glasmann 
here earlier this morning. It is a practical point which should be 








“GROSS-UP” IN CONNECTION WITH FOREIGN TAX CREDIT 29 


raised in connection with the tax treaty question. Most contain 
clauses referring to foreign tax credits. Fourteen of these provide 
that credits will be allowed in accordance with the tax credit provisions 
of the Internal Revenue Code as it stood at the time the treaties were 
signed or became effective. 

“It would appear that the effective date of the proposed amendment 
to section 902 would have to await treaty amendments in respect of 
dividend income flowing from the various countries involved. 

Finally, I would like to repeat a paragraph or two of the testimony 
which I presented to this committee at the hearings last July: 

For a number of years after World War II, our economy was so strong in rela- 
tion to the economies of other nations, individually and collectively, that there 
was little or no question of our preeminence in any market in which we partici- 
pated. A gradual change has been underway for several years past, and I hardly 
need point out to you the situation which is now emerging. 

Competition between nations to reach, hold, or expand markets is intense, and 
will become more so. The challenge we have to meet is not just that of the 
developing Russian bid for world economic leadership, as serious as that will 
becon ie in the years ahead. The most immediate and pressing challenge is found 
in the revived, dynamic economies of the free world, in Europe, and elsewhere. 

Under these conditions, it is clearly a matter of national self-interest to remove 
barriers to the most efficient conduct of American business operations abroad. 

It seems to us that the proposals embodied in H.R. 10859 and 10860 
go in the wrong direction. We trust that the committee, upon mature 
consideration, will view them with disfavor. 

Mr. Foranp (presiding). Does that conclude your statement, Mr. 
Gleason? 

Mr. GuLeason. Yes, sir. 

Mr. Foranp. Are there any questions? 

Mr. Baker. I have a question. 

Mr. Foranp. Mr. Baker will inquire. 

Mr. Baker. I want to inquire on the tax treaty portion of your 
statement. 

I know that here you are referring to individual treaties between 
individual nations. 

Mr. Gueason. Yes, sir. 

Mr. Baker. Are you making any reference to GATT, the General 
Agreement on Tariffs and Trade? 

Mr. Gieason. No, I am referring only to the tax treaties, sir, the 
tax conventions. 

Mr. Baker. Well, they are not separate tax treaties, are they? 

Mr. Gieason. Yes, they are. 

Mr. Baker. They are separate treaties. Is that same principle 
embodied in GATT? 

Mr. Gieason. I am afraid I cannot answer your question, sir. 

Mr. Baker. I am not asking you to answer it, but, if it is, we had 
testimony here a year or so ago from a most highly ranking State 
Department official in respect to GATT that all of the provisions of 
GATT were entered into by the contracting parties with the clear 
understanding that the Congress has the power and may change any 
tax rate, any tax treatment, any portion of tax matters, and that that 
was in the contemplation of the contracting parties and therefore 
would not violate the General Agreement on Tariffs and Trade. 

Now, if that is true as to GATT, why would it not be true as to a 
straight tax treaty between nation A and nation B? 


55760-—_60——_5 
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Mr. Guieason. Well, I think that the language of the tax treaties 
to which I refer does not make provision for that, or it is my under. 
standing that it does not, sir. 

Mr. Baker. In other words, these tax treaties just simply say that 
tax rates, tax treatments now existing between country A and B shall 
remain in effect. Is that what it means? 

Mr. Gueason. Well, there are two points to be made in connection 
with treaties, or that I think should be made. The purpose of the 
treaties is to avoid double taxation. The two contracting parties or 
States have agreed how they are going to whack up the taxes where 
there is this duality of jurisdiction. As far as violating the spirit of 
the treaties to which I referred above, the treaties provide that an 
enterprise of one country operating in that country will not be taxed 
at all in respect of its industrial or commercial profits unless that 
particular enterprise happens to have a branch or a permanent es- 
tablishment in the other country. In respect of the industrial or 
commercial profits, then, the tax treaties provide that the income tax 
shall only be applied by the country where it is earned. Then the 
treaties go on to discuss how profit remittances from such an enter- 
prise owned by residents of the other contracting party will be taxed. 
There are limitations as to the witholding tax, for instance, on divi- 
dends. Then there is this clause which has been referred to a good 
deal in the questions and answers earlier this morning. In substance, 
14 of the treaties say that the foreign tax credit provisions as existing 
in the code at the time the tax treaties became effective will be per- 
mitted. 

Mr. Baker. Were those tax treaties ratified by the Senate? 

Mr. Gueason. Yes, sir; I believe so. 

Mr. Baker. Of coures, all treaties under the Constitution have to 
be ratified by the Senate. 

Mr. Gueason. Yes, they all were. 

Mr. Baker. Now they are bilateral. 

Let us take Belgium, for example. Is that one of the 14 nations? 

Mr. Gueason. I believe it is. 

Mr. Baker. I am almost certain it is. We have operations, of 
course, in Belgium of foreign subsidiaries and branches. 

Does Belgium have any operations in this country, foreign sub- 
sidiaries, foreign branches? 

Mr. Gueason. Well, it would surprise me very greatly if there were 
not some subsidiaries or branches of Belgian companies or business 
enterprises operating in the United States owned by Belgians. 1 do 
not happen to know “of any offhand but it would surprise me greatly if 
there were not any. 


Mr. Baxer. Of course, if there are not, there is nothing bilateral 
about it. 

Let us take West Germany, then. There are not any German corpo- 
rations other than under Alien Property. Are there branches of 
German corporations in this country? 

Mr. Gueason. I would think there almost certainly are. If not, 
there soon will be, I am sure. 

Mr. Baker. Switzerland is one of the 14? 

Mr. Gueason. Yes. I am not sure whether Switzerland is one of 
the 14 with this clause in it or not. We have, I believe, 22 treaties 
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now in effect and it is only in respect of 14 that there is this clause. 
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Mr. Baker. Are there Swiss corporations with branches and sub- 
sidiaries in the United States? 

Mr. GLEeASON. Lam almost certain there are; probably in the watch 
business, for example. 

Mr. Baker. I did not understand it that way. Watches was what 
[ had in mind exactly. 

| understood, just to use an illustration, that Hamilton, for instance, 
one of the oldest in the country, buy their automatic movements in 
Switzerland, made in Switzerland. Switzerland does not come over 
here and pay our higher wage rates and make Swiss movements, does 
it? Swiss corporations do not manufacture in this country, do they? 

Mr. Gieason. No, but I am quite sure that, in some fields, there 
will be entities of Switzerland here which do marketing of products of 
Switzerland. 

Mr. Baker. I do not doubt that they sell their products but you do 
not know of any Swiss corporation that manufactures in the United 
States? 

Mr. Gueason. Offhand, I do not, sir. 

Mr. Baker. Nor any Belgian corporation that manufactures in 
the United States? 

Mr. Guieason. Offhand, I do not, sir, but I am reasonably sure that 
they exist. Perhaps I can get somebody to go to work and dig up 
some names, if you woud like them, sir. 

Mr. Baker. That is all. 

Mr. Foranp. If there are no further questions, we thank you, sir. 

The committee will stand adjourned until 2 o’clock. 

(Whereupon, at 11:55 a.m., the committee adjourned, to reconvene 

2 p.m. the same day.) 


AFTERNOON SESSION 


The CuatrmMan. The committee will please be in order. 

The next witness is Mr. Clayton E. Turney. 

Please come forward, sir, and identify yourself for the record by 
giving us your name, address, and the capacity in which you appear. 


STATEMENT OF CLAYTON E. TURNEY, IN BEHALF OF NATIONAL 
FOREIGN TRADE COUNCIL, INC., NEW YORK, N.Y. 


Mr. Turney. My name is Clayton E. Turney. My address is 
161 East 42d Street, New York, N.Y., and I am representing the 
National Foreign Trade Council. 

Mr, Chairman and members of the committee, I am appearing on 
behalf of the National Foreign Trade Council in opposition to H.R. 
10859. 

The council was organized in 1914 to promote and protect American 
foreign trade and investment and comprises in its membership manu- 
facturers, merchants, exporters and importers, rail, sea, and air 
transportation interests, bankers, insurance Se and others 
interested in the promotion and expansion of the Nation’s forvign 
commerce. 

H.R. 10859 would amend section 902 of the Internal Revenue Code 
to require an American corporation claiming foreign tax credit with 
respect to dividends from a foreign corporation to add to its actual 
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income the amount of foreign taxes claimed as a credit. The present 
law taxes the actual dividend and allows credit for only the appropriate 
part of the foreign taxes paid by the subsidiary on its after-tax income: 
the bill would base the credit on the foreign tax paid on the entire 
income of the subsidiary. The resulting U.S. tax on the dividends 
would be larger except when there is no foreign income tax or when 
the foreign income tax equals or exceeds the U.S. rate. 

The bill is thus a proposal to increase the U.S. income tax on 
dividends received by American corporations from many of their 
foreign-incorporated subsidiaries. This proposal comes at a time 
when Congress is seeking through other legislation to give tax in- 
centives to American business abroad. The objective of the bill is in 
conflict with administration recommendations for the encouragement 
of American investment in underdeveloped countries and for increasing 
exports of American products. The premises on which the bill is 
based are fallacious. 

There is no loophole: The justification given for the proposal is 
that it will correct a supposed en apparently thought to be the 
result of an oversight in legislative draftsmanship 38 years ago, which, 
it is implied, has been overlooked by Congress in the subsequent 
reenactments of the provision. This “loophole’’ is usually described 
as a duplication or overlapping of both a deduction and a credit for 
foreign taxes and is illustrated by arithmetical examples representing 
that this results in some cases in an overall tax burden on foreign- 
source income of less than the U.S. rate. It is argued that this defeats 
the policy of subjecting all foreign-source income to the United States 
‘ate as an overall minimum. 

The fact is that the statutory system which has been in effect for 
this long period does not in any case actually allow both a deduction 
or exclusion and a credit for the same foreign taxes. In the case of 
dividends received from foreign subsidiaries there is no deduction or 
exclusion from the American corporation’s actual income of any 
foreign taxes paid by the foreign subsidiaries, and credit is allowed for 
only part of those taxes. No credit is allowed for the foreign tax on 
the income which is not received as dividends because it was used by 
the subsidiary to pay its foreign tax. There is no duplication. 

Computations illustrating that more U.S. tax would be paid if a 
U.S. corporation or its branch were substituted for the foreign sub- 
sidiary prove only that recognition of the separate entity of the foreign 
corporation prevents application of the U.S. tax to income which never 
comes within its jurisdiction. 

The long-standing method of taxing these dividends and allowing 
foreign tax credit with respect to them was thoroughly considered and 
was described with approval by the U.S. Supreme Court in 1942 in 
the case of American Chicle Company v. United States, 316 U.S. 450. 
The Court said: 

If, as is admitted, the purpose is to avoid double taxation, the statute, as written, 
accomplishes that result. The parent receives dividends. Such dividends, not 
its subsidiary’s profits, constitute its income to be returned for taxation. The 
subsidiary pavs tax on, or in respect of, its entire profits; but, since the parent 
receives distributions out of what is left after payment of the foreign tax; that is, 
out of what the statute calls accumulated profits, it should receive a credit only 


for so much of the foreign tax as relates to or, as the act says, is paid upon, or with 
respect to, the accumulated profits. 
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Thus the existing system assures that the full U.S. rate will be 
applicable with respect to the full amount of income received as 
dividends by the U.S. parent. The bill would require the U.S. 
parent to add to its own actual income a portion of the foreign sub- 
sidiary’s income which it has not received and never can receive as 
dividends. As a comment on the philosophy of this proposal, the 
following quotation from the opinion of the Court of Claims, affirmed 
by the Supreme Court, in the American Chicle Co. case, 41 Fed. Supp. 
537, is interesting: 

It is hard to see why the American tax authorities should be interested in that 
portion of the foreign corporation’s income which was taken away from it by the 
foreign government as taxes, either for the purpose of taxing it, which the statute 
does not purport to do, or for the purpose of giving credit for taxes paid upon it, 
which is what the plaintiff seeks to have done. The taxes paid upon that portion 
of the income are in no sense taxes paid upon American income, and there is no 
reason why they should be credited upon American income tax. 

Thus the merits of the existing system were thoroughly considered 
by our courts 18 years ago. The arithmetical result of the existing 
provision was clearly understood. The construction of the statute by 
the courts was the construction which was urged by the Treasury 
Department. It is more reasonable to view the new proposal embodied 
in H.R. 10859 as a novel and unwarranted extension of the scope of 
the U.S. income tax than to criticize the present system as an unin- 
tended loophole. 

The “deemed credit” provision was enacted to improve the com- 
petitive position of U.S. corporations with foreign subsidiaries. There 
is no basis for an assumption that the benefit given was greater than 
was then intended. The fundamental legislative policy is better in- 
ferred from 38 years of history than from pure supposition that the 
true policy should have been to tax income never accruing to a U.S 
taxpayer. 

It is difficult to equate branches and subsidiaries 

The matter of equalizing tax burdens as between foreign branches 
of U.S. corporations and foreign subsidiaries is not so simple as is 
assumed by the comparative computations which are used for the 
purpose of showing that use of a branch may result in a greater total 
tax burden. The U.S. tax law gives various advantages to the use of 
branches of domestic corporations or domestic subsidiaries operating 
abroad which are not available if foreign subsidiaries are used. Losses 
of a branch or domestic subsidiary can be deducted from U.S.-source 
income; losses of a foreign subsidiary cannot. Thus the savings from 
the use of a branch during initial development periods, or during later 
years of loss operations, may easily outweigh whatever tax differential 
may arise at other times in favor of dividends from a foreign subsidi- 
ary. When the foreign income includes a substantial amount of capi- 
tal gain or income treated by U.S. law as a capital gain, the branch 
operation may have an advantage over the subsidiary. Liberal de- 
preciation methods permitted by the U.S. law may favor the use of 
a branch. In the extractive industries, where depletion is allowable, 
the use of a U.S. company or branch will usually save taxes. The 
Western Hemisphere trade corporation provision, available only to 
American corporations, makes a foreign subsidiary less attractive, 
taxwise, in the Western Hemisphere than an American corporation. 

These are some of the situations in which the foreign branch opera- 
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tion may pay less taxes than a foreign subsidiary operation. The sole 
argument for the bill is that in certain situations the taxes of a forei ‘gn 
subsidiary operation are less than those of a branch operation. We 
hav e shown that this is not the case in a number of situations. To 
increase the taxes of the foreign subsidiary operation, as the bil] 
proposes, would merely aggravate the disparity between the two types 
of operation which exist under present law in these situations. We 
do not think Congress should increase the disadvantages of a foreign 
subsidiary operation in these situations under the guise of removing 
possible advantages in other situations. 

The proposal is not equitable: The present U.S. tax treatment of 
dividends from foreign subsidiaries is a part of the background against 
which American enterprise has built up its foreign investment over the 
past 38 years. At a time when national policy dictates the encourage- 
ment of investment in the underdeveloped countries and when the 
administration is urging measures to foster increased exports from the 
United States, it seems ill advised to pass a measure which would 
penalize the use of existing foreign subsidiaries as well as the formation 
of new ones. 

It should not be assumed that foreign subsidiaries are chosen solely 
for the purpose of saving taxes. A loc ‘ally incorporated company is 
frequently regarded as most appropriate for a foreign operation, and 
in many cases it is required by local law. If local capital i is to partici- 
yate in the venture, local incorporation is usually necessary. Particu- 
larly in the marketing abroad of American exports, the necessary 
good will and public acceptance is increased by the use of a local 
subsidiary. 

Foreign subsidiaries are common for operations in Europe and other 
highly developed areas where the supposed tax advantage of foreign 
subsidiaries does not exist, because income tax rates are high and the 
arithmetic of the foreign tax credit computation produces little or no 
difference between branches and subsidiaries. 

The effect of the bill would be most felt where the foreign income 
tax rate is in the median range of the U.S. rate, as is likely to be the 
case in less developed countries. Not only would the bill place U.S. 
investment at a further competitive disadvantage in these countries, 
but it would furnish an incentive for those countries to increase their 
income taxes, since that would only remove the residual advantage 
accruing to American investment from the lower forei ign rate. 

The objec tive of discouraging the use of so-called tax-haven com- 
panies is sometimes me ‘ntioned in connection with the proposed bill. 
this is misleading, because the tax-haven companies are those in- 
corporated in countries imposing little or no income tax. Where the 
foreign income has borne no foreign income tax, the present law 
results in no difference between branches and subsidiaries and the 
present bill would produce no deterrent to their use. 

If a single point of inequality between branches and foreign sub- 
sidiaries must be dealt with, regardless of all other factors, a better 
plan would be the one proposed by the Ways and Means Committee 
and passed by the House as a part ef the internal revenue bill of 
1954, which would have allowed computation of a branch’s tax as if it 
were a foreign subsidiary. 

H.R. 5, as reported by the committee, equalizes the difference 
between branches and subsidiaries in the matter of deferral of tax 
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liability by liberalizing the treatment of branches. If the difference 
in tax computation which is dealt with by H.R. 10859 is to be equal- 
ized, here again it would be better to improve the situation of the 
branch than to penalize the dividends from subsidiaries. 

The bill conflicts with the tax treaty program: Before any amend- 
ment is made which would change the established method of comput- 
ing foreign tax credit on dividends from foreign corporations, con- 
sideration must be given to the effect on the existing tax treaties 
between the United States and 21 foreign nations. These treaties 
provide that the United States will allow credit for forei ‘ign income taxes 
in accordance with the code as in effect on the date of ratification of 
each treaty. I think probably all of them meant that. 

Section 7852(d) of the Internal Revenue Code of 1954 provides that 
no provision of the code shall apply in any case where its application 
would be contrary to a treaty obligation of the United States in effect 
on the date of enactment of the code. This, of course, only applies 
tosome of the treaties. 

It appears, therefore, that action by the United States to amend 
its foreign tax credit provisions adversely would either be ineffective 
as to a treaty country under section 7852(d), or else would supersede 
and abrogate the treaty which is an obligation entered into by the 
United States after careful negotiation and consideration, and ratifica- 
tion by the Senate, and which involves many valuable safeguards for 
our citizens and corporations with businesses in the other country. 

It has been said that this bill only increases the tax credit and 
therefore cannot violate any treaties. I] think that is very superficial 

The argument is that it increases the credit and also simply increases 
the income. But that can only be justified on the ground that it is a 
condition on the credit and has the effect of reducing the credit. 

The addition to income under the bill is not an addition of any 
actual income or anything that can constitutionally be considered 
income of the American corporation. 

The taxes paid by the foreign corporation are not income of the 
American corporation. 

That also, I think, disposes of the so-called saving clauses in the 
treaty which say that the United States reserves the right to tax 
income of its citizens and corporations as it pleases. 

What this bill purports to add to taxable income is not real income 
of the American corporation or citizen. 

A number of presidential commissions have recommended more 
liberal treatment of foreign-source income. The President has 
endorsed this in messages to Congress. The Vice President has 
spoken in favor of this policy. The bill is a step in the opposite 
direction. 

The President in his message on the state of the Union this year, 

and in a special message on March 17, recommended measures to in- 
crease American exports, saying that 
the U.S. Government can and should encourage private enterprise to undertake 
the effort and provide facilities and services to promote their success in the 
national interest. 
The bill would increase the tax burden on this effort when the most 
natural or required corporate form is used to carry on operations 
which most effectively aid in the sale, distribution, and servicing of 
American exports. This is the function of a large proportion of foreign 
incorporated subsidiaries of American companies. 
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The need for encouraging greater private investment in under. 
developed countries is recognized by all. The bill would strike hard. 
est against foreign subsidiaries in countries imposing moderate income 
taxes—as is typical of underdeveloped countries. 

In conclusion, the supposed inequality attacked by the bill does not 
exist when all factors are considered. The bill would unfairly penalize 
a long-established method of doing foreign business, by making an 
unwarranted change in the consistent legislative policy of 38 years; 
It conflicts with our treaty program. It runs counter to national 
policy in favor of American investment in underdeveloped areas and 
the increase of American exports. The National Foreign Trade 
Council recommends that this bill should not be enacted. 

The CuarRMAN. Does that conclude your statement, Mr. Turney? 

Mr. Turney. Yes, sir. 

The Cuarrman. Mr. Turney, we thank you, sir, for bringing to us 
the thinking of the National Foreign Trade Council with respect to 
the bills before the committee. 

You have me a little bit confused. I am trying to understand this 
situation and you bring up this case of which I am aware, the American 
Chicle Co., and use it in such a way that it leaves me somewhat in 
doubt as to what your thinking is as to how we should treat the income 
of a foreign subsidiary. It is not American income, is it? 

Mr. Turney. I think it is not, right. The court said. 

The Cuarrman. The court says that. The taxes paid upon that 
portion of the income were in no sense taxes paid upon American 
income. That is what the court said. 

There is no reason why they should be credited upon American in- 
come tax. 

Now, you surely do not feel that this thing works both ways, do you? 
If the foreign subsidiary earns $100 subject to the American tax and 
pays out $60 to the American corporation that owns it, you do not 
want us to “gross-up” because the American corporation has never 
received that $40 that was paid in taxes to the foreign country. 

Are you suggesting that we not allow a tax a redit, either, against 
the $60 in any way? 


Mr. TurRNeEY. No. I am suggesting that the present system is a fair 
solution of the problem. 

The CuarrMan. If you use this American Chicle Co. as evidence 
that “gross-up”’ is wrong, that would also say that the present situation 
is wrong. 

Mr. Turney. No, the American Chicle Co. is the case on which 
the present situation and its administration is based. 

In the American Chicle Co. case—using your example: the Ameri- 
can corporation, which got a $60 dividend, wanted a credit for the 
full $40 tax paid by the foreign subsidiary. 

The Court held that what the statute said——and we think the Court 
rightly so held—-was that the American company could get credit 
only for the part of the foreign tax of $40 which related to the $60 
paid as a dividend so that the American company got a credit for $24 
tax against the approximately $30 or $31 that would arise under the 
present law. 

The CuarrMan. I am still concerned about the dicta that you use 


in that court case, because I do not think it had anything to do with 
the actual decision. 
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The last sentence: 


The taxes paid upon that portion of the income are in no sense taxes paid upon 
{merican income, and there is no reason why they should be credited upon 
American income tax 

\ir. Turney. The Court there was speaking about the tax paid in 
your example on the $40 of income used to pay the foreign tax. Con- 
cededly, the Court was not dealing with the propriety of grossing up 
the foreign corporation’s dividends. That has never been suggested 
or thought of and was not before the Court. 

We think the case throws considerable light on this question of 
whether somehow or other this situation is something that has existed 
for 38 years without anybody, Congress included, knowing what was 
eoing on, just a longstanding oversight. 

The other thing is that it illustrates the fact that this bill in so 
readily saying that an American corporation shall pay tax on a part 
of its subsidiary’s income goes contrary to basic principles of what is 
income and what our income tax laws should reach. 

The CHarrmMan. Let us see. We will pass over that because | 
wanted to be certain that you did not want us to go in the way that 
| understood the language to be carrying us. We will pass that. 

On page 2 of your statement, you say that there are no ove rlapping 
deductions and credits. Is that what you intend? 

Mr. Turney. That is right. We think that to say that an American 
corporation receiving a $60 dividend is getting a $40 deduction because 
it does not take up $100 of income just is not the fact; and that is the 
premise of this double deduction idea. 

The basis of that argument is that the American corporation really 
has $100 of income when it gets the $60 deduction—which simply 
is not the fact legally, constitutionally, or practically. 

The CHarrMan. We will look at that $100 of earnings. 

Mr. Turney. That is the foreign subsidiary’s earnings. 

The CHarrMan. It is not American income but it is earned by the 
foreign subsidiary? 

Mr. Turney. That is what the Supreme Court said. 

The CHarrmMan. That $40 tax is deducted, is it not? 

Mr. Turney. It is not deducted on any American tax return or it 
is not deducted from any American income. 

The CHarrMan. It is omitted from the tax base for American tax 
purposes, is it not? 

Mr. Turney. Every American taxpayer omits income which is not 
his. 

The CuarrmMan. Oh, he does? 

Mr. Turney. | said every American taxpayer. It is not an 
omission to fail to include in your return income which you did not 
receive. 

The Crairnman. Does he also get a credit after he omits the in- 
clusion of it? 

Mr. Turney. That gets to the other phase of the argument that 
if this is any justification it is that it is a reduction of the foreign tax 
credit, not a proper taxation of income. 

The Cuarrman. Well, the Treasury people and our own staff people 
convinced me when we had Mr. Boggs’ bill, H.R. 5, in executive 
session and wrote a provision into his bill providing for gross-up with 
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respect: to the foreign busine corporation, that this was a 


and a deduction both or at le ust ah Ove rlapping. 


Frankly, | had not vole tto the ck tails of how a foreign Lax eredit 
Is computed with respect 


eredit 


to mcome ot a foreign subsidiary and | did 
not know it was possible to use the present law 


so as to have an 


effective rate of around 40 percent rather than 52 percent. 
The Treasury people pointed that out to us and the committe 
in executive session, and stimulated our curiosity to such an extent 
that now we have this very thing that you say we ought not hay 
with respect to foreign subsidiaries written into Mr. Boggs’ bill, 
oreign subsidiaries, surely it is 


H.R. 5; and if it is not ood for f 


hot 
cood for these foreign-based corporations. 

Mr. hea RNEY. | neTes with that. It is hot possible under the 
present law to use the for ign tax credit to ret less than a o2-pereent 
rate on what 1s really the American income. The tax is aly ~ 4 
percent of the dividend. 

If vou want to look at the forelen subsidiarv’s income there 
question that this arithmetic is correct, if th s what you Want to 
look at. 

The CHAIRMAN. | see. You are looking at the $60 eine the 
income in that example. 

Mr. Turney. Right 

The CHarrMan, If that is the American income, why should th 









Mr. Turney. 
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Because it has been the policy ol Con 


I ongress tor u 


these vears not to duplicate American tax with foreign tax. 


The (CHAIRMAN. No, we are hot doing that according to what you 
ure saying 

This is $60 of American income now. One hundred dollars was 
the income of the foreign subsidiary but $40 of that was paid in taxes. 
All we have here is the $60. That is 
should we be concerned with the 
we follow your conclusion? 


Mr. fe RNEY. Well, we think it Was a wise decision 10) 


il 


American income now. Why 
foreign tax with respect to that if 


years ago 
for Congress to recognize that you had an unbearabl dupli ation of 
foreign and domestic income taxes if you did not allow credit for part 
of the foreign tax which really related to the dividend 

The CuarrMan. We make a lot of decisions and thes last 
for 30 or 40 years and then we change the law. That is not only 
Congress, but the Supreme Court does that occasionally on us. 

Let me ask you about this question of the inclusion of the income 
developed by one American corporation in the return 


sometimes 


of another 
American corporation that happens to own it. They are two sepa- 
rate entities. We include 15 percent, do we not, of the income of 
the first corporation, after taxes have been paid, in the income of the 
second corporation? 

Mr. Turney. That is right. 

The CuarrMan. If we do that with respect to domestic earnings 
between corporations, maybe we ought to do that with respect to the 
foreign earnings as well. 

Should we just include part of it without regard to the tax credit 
paid on it? Maybe that is the solution. 

Mr. Turney. That does not appeal to me as the solution; no, sir. 
The CuarrMan. It does not? 
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Mr. Turney. No, si 

The CHarrMan. I did not think it would, very frankly. 

Do you view this thing more or less as a required incentive to invest- 
ment of foreign income in the underdeveloped areas? 

Mr. Turney. By “this or, do you mean the present system? 

The CHAIRMAN. Yes, Sl 

Mr. Turney. Well, we ‘think it has a good deal to do with it. I 
have seen a good many decisions made as to investment in other 
countries and the corporate form, and all I ean say is that the tax 
effect always, I think, has something to do with 1 

There are so many other factors that are so complicated that | 
doubt if the people who make the decisions could tell when the deci- 
sion is made whether it would have been if this gross-up provision 
was in the bill. 

The CaarRMAN. Let us take this situation. There is in the law 
now the present provision for what I call the credit and the deduction 
and the overlap of both. That is in the law and it operates with 
eS] to one of these underdeveloped countries so that, when thi 
noney 1s brought back from the foreign subsidiary, maybe the total 

< paid on the $100 of earnings is about 40 percent. We take 
that away. 

Have we taken away an incentive? 

Mr. Turney. I think so. 

The CHatrMan. We have? 

Mir. Turney. Yes. 

The CuarrMan. All right. Now, if it is to be assumed that it is 
an incentive for underdeveloped foreign countries, why should we pro- 
vide, one, no benefit if the foreign rate is zero perhaps in a country 
where incentive is needed most; two, the maximum benefit where the 
oreign rate is 26 percent and no benefit given if the foreign rate equals 
our rate? 

[f we are to maintain it for purposes of incentive, is it rational to 
maintain 16 as it is? 

Mr. Turney. I can only say again that | think the existing system 
is a proper relationship to wh: American income. It may be 
fortunate that the extent to which it operates as an incentive 


va ar on the foreign rate. 


| do not think that that is a reason for destroying whatever incen- 
tive there is. 

The CHAIRMAN. Just because it is there we ought to leave it there? 

Mr. Turney. I do not think it is simply because itis there. I think 


7 


Lisa vood thing ane 


| think it is legally and constitutionally correct. 

The Cuatrman. If it is good, how can we improve it? Can it be 
improved from the point of view of making it better? 

Mr. Turney. I think we could say that the 14-percent reduction 
which was in H.R. 5 and which was stricken out would be a better 
thing. 

The CuHarrMan. | thought of that. I figured that that would 
make it better but that is not using the present foreign tax credit 
and deduction proposition in making it better. 

Ll am talking about that. Can we make that better? Can we take 
out what I consider irrational results depending on what the foreign 
tax is and use it to promote more investment in these underdeveloped 
areas, to do more good? 
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Mr. Turney. Well, I think if you want to provide a uniform 
incentive for foreign investment there are better ways of doing it than 
by trying to tinker with the foreign tax credit computation as this 
bill does in the other direction. 

The CuarrMAN. You think it better to leave this alone? 

Mr. Turney. Right. 

The CuarrMan. All right. 

Are there any further questions? 

Mr. Boaes. Mr. Chairman, I want to examine what the witness 
said. 

The CHarrMAN. He wants it left as it is. 

Mr. Boaes. He wants this left as it is and also feels it ought to be 
out of H.R. 5, does he not? 

Mr. Turney. It ought to be taken out of H.R. 5. 

The CHatrMaNn. He thinks that we ought to write in a 14-point 
differential in H.R. 5. 

Mr. Boaas. He might have a broad program but I am_ talking 
about this one thing, the gross-up. It certainly would be illogical 
if we are not going to put it across the board to have it in H.R. 5 
alone. 

Mr. Turney. It seems to me that there is a certain lack of logic 
in that, yes. We would rather see it in H.R. 5 alone than across the 
board. 

Mr. Bocas. You would also rather see it altogether out, would 
you not? 

Mr. Turney. We certainly would. We think it is wrong in either 
case. 

Mr. Boaas. In any event, if you had it in H.R. 5, and you did not 
have it elsewhere, it would certainly weaken H.R. 5 as a vehicle, 
would it not? 

Mr. Turney. I am sorry. 

Mr. Boaas. If you had it in H.R. 5 and did not have it elsewhere? 

Mr. Turney. It would certainly be a deterrent in some situations 
to the use of foreign business corporations. 

Mr. Boaas. That is all. 

Mr. Baker. Mr. Chairman, I want to ask a question. 

The CHatrMan. Yes, Mr. Baker. 

Mr. Baker. Were these tax treaties made on authority of an act 
of Congress or under the constitutional powers of the Executive? 

Mr. Turney. As far as I know, they were made under the consti- 
tutional powers. I do not believe there was any special act directing 
that they be made. 

Mr. Baker. Do you know when the first one was made? 

Mr. Turney. I believe the first one was the French treaty which 
was made in about 1929. 

Mr. Baker. Do you construe those treaties, insofar as they appl) 
to any American corporation, which has come within or acted on the 
strength of the treaty, as being in effect stare decisis that, to have 
vested rights we will not change our tax rights at all? Does it go 
that far? 

Mr. Turney. These treaties say in various forms that foreign tax 
credit will be allowed in accordance with the law. Some of them say 
specifically the laws then existing. Some say simply in accordance 
with U.S. law. They were a part of negotiations in which the United 
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States and the foreign government both together basically to eliminate 
double taxation and the foreign tax credit, of course, is a method of 
eliminating double taxation. 

Now, it may be that the foreign tax credit to American citizens or 
corporations looks like something that the foreign country is not 
interested in, but in some cases the decision was made that the 
country of residence should tax and in other cases the decision was 
made that the country of source should tax, and the decision that 
the United States should allow foreign tax credit was an integral 
part of that decision because that meant that in those cases the 
United States was willing to give up double taxation by conceding 
the primary jurisdiction of the other country to impose the tax. 

| am not enough of a treaty expert to get into a completely hair- 
splitting argument as to the extent to which this would violate 
treaties, the extent to which the treaty would supersede law, but I 
think it is perfectly clear that this provision would go counter to the 
policy and spirit of the whole course of treaty negotiations which was 
to decide which country was to have primary jurisdiction to tax in- 
come in order to avoid double taxation. 

Mr. Baker. I have no quarrel with the principle of a treaty to 
allow a foreign tax credit. That is not my premise. 

My premise is to undertake to put into a treaty between two 
sovereignties not a foreign tax credit but the foreign tax credit at the 
time which would effectively tie the hands of all future Congresses in 
that particular tax field. 

| am not talking about a foreign tax treaty. You follow me, I know. 

Mr. Turney. I do. 

Mr. Baker. I do not believe that the Executive, even with the 
blessing of the Senate, has such a constitutional power. 

That is all. 

The CHarrmMan. Mr. Betts. 

Mr. Berrs. Were you here this morning when Mr. Glasmann 
testified? 

Mr. Turney. Yes, sir, I was. 

Mr. Berrs. Do you remember his four alternatives? 

Mr. Turney. I believe I do. 

Mr. Berrs. The third one read like this: 

Extend the preferential treatment now applicable to income earned through 
foreign subsidiaries to income earned through branch operations. 

Do I understand from your statement that the House passed that 
once? 

Mr. Turney. I believe that was in the Revenue Code of 1954 as it 
passed the House. 

Mr. Berrs. Are you sure of that? 

Mr. Turney. Well, I do not have it in front of me. 

Mr. Berts. You said that in your statement. 

Mr. Turney. Yes, I am reasonably sure of that. Yes, sir. 

Mr. Berrs. That is all I wanted in. I wanted to know if the 
House at one time passed that. 

The CuarrmMan. Are there any further questions of Mr. Turney? 

Mr. Turney, again we thank you, sir, for your very interesting 
statement and the help you have given the committee on this matter. 


Mr. Turney. Thank you, 
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The CuarrMan. Mr. Lawder, will you identify yourself for the 
record by giving us your name, address, and the capacity in which 
you appear? 










STATEMENT OF KENNETH A. LAWDER, TREASURER, 
W. R. GRACE & CO. 











Mr. Lawprer. My name is Kenneth 
W. R. Grace & Co., 
company. 

The CHarrmMan. Mr. Lawder, you have some material appended to 
vour statement and, if you desire to do so, that material plus any 
part of your statement that you may omit in your oral presentation 
will be included in the record. 

Mr. Lawper. I will give the stenographer a copy of my presenta- 
tion to be incorporated in the record. 
The CHatrRMAN. You are recognized. 


Mir. Lawper. W.R 


A. Lawder. I am treasurer of 
and I appear here in representation of my 





















































. Grace & Co. is pleased to have the opportunity 
to be heard with respect to H.R. 10859 and H.R. 10860. These 
identical bills relate to the so-called gross-up in connection with the 
foreign tax credit allowed domestic 
ceived from a foreign subsidiary 
request of the Treasury 
hereafter as the bill. 

The reason assigned in justifi 
the Internal Revenue Code is that it is designed to equalize the tax 


treatment of income derived through foreign subsidiaries with the 
treatment accorded 


to income derived through foreign branches, as 
well as eliminate an alleged simultaneous allowance, under the present 


law, of both a deduction and a credit for foreign income taxes paid 


with respect to income derived from dividends from foreign sub- 
sidiaries. 
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received from foreign subsidiaries. On the other hand the bill fails to 
grant to the taxpayer operating through a foreign subsidiary any of 
the tax benefits that accrue to a U.S. company operating through a 
branch. 

On the surface, certain selected mathematica! calculations prete! (| 
to show that the proposed bill provides for equal treatment of foreig 
source income whether derived through a branch or a foreign sub- 
sidiary. Actually, this pretense to equality is illusory and in fact th: 
term equalization is misleading to begin with, since the operations 0! 
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subsidiaries differ radically and have varying 


obiectives. 
’ 


be taxed in a different Way. Congress has long 


appropriate to the nature 


through a branch rather than 
Lreatinent 
‘ollow1 
surrent d { hh for LLINYG lOss¢t 3 pe PEt 
‘urrent deduction for loss u wiu f fore ign) Cl 
is allowed. 


Cestial vain rates apply to profits resulting from 


Perecenta 
\\ ester! 


na $2 ’ 
rporaciol 
1 

ttl 


\t this point \ ul like to ¢) th experience oO VW. 
with respect to one advantage the foreign branch now enjoys over the 
fol ‘ele n subsidiary. very ubsta tial el ment of risk and recurring 
ae foreign Oo} ition hich is recognized as : ax deductible item 


nh Operating tt ehoa bran for whi ‘urrent deduction 
allowed Vhen torelign oF ati | fil conducted hr | a foreign 
bsidiary, is the em ol : On if 1o} Irrene vorking capital 
mploved abroad. ‘Thus ts an item which must be provided for in the 
annual consolidated accounts of a U company operating abroad 
through foreign subsidiaries both from the standpoint of sound and 

nerally accepted accounting practice and the accounting require- 
nents ead by the Securities and Exchange Commission. In the 


ease of W. R. Grace & Co., this it for the past 5 vears, has amounted 


to $4,700,000, an average of nearly $1 million a year. This is equiva- 


bsidiat les 


ranch, these amount L hi t) lowable deductions in com- 
iting’ the mncome tax 
To further ¢ 
lecislation, and 
, en ca 
working capital, 


1 


lemonstrate the inequity created by the proposed 
taking into account the factor of exche nge loss on 

there is set forth be ote the taxes pavable on an 
assumed for ier os ina riven year un ider (1) a branch operation, 
ia os ry operation under the rebel t foreign tax credit formul: 
and (ii) a subsidi ary operation under the proposed ‘ ‘gross-up”” amend- 
ae revising the foreign tax credit formula. In all three assumptions 
there has been assumed a net se equivalent to US$100,000 
before taxes (both foreign and United States) and before providing 
for a foreign exchange loss of US$10,000 on local currency working 
capital due to depreciation in the value of the currency. 

In the interest of time, I will not read the details of this calculation 
which is in my presentation but I will just comment on it. 

As I have said, in each of the three examples we have assumed a 
net income before both foreign and U.S. taxes of US$100,000 and 
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foreign tax rate of 40 percent so that the foreign taxes are $40,000 in 
each case. That leaves a balance of $60,000 of subsidiary accumu- 
lated earnings and profits available for dividends. 

Under the present law, a branch operation could take a deduction 
of $10,000 for the loss on foreign exchange working capital and under 
that assumption the net amount subject to tax under the various 
assumptions under discussion are that in the case of a branch opera- 
tion under the present law the basic income subject to U.S. tax would 
be $90,000; under the present law as a subsidiary, $60,000; under the 
proposed ‘‘gross-up”’ bill, the basic amount of income subject to U.S. 
tax would be $100,000. ‘Phe net income tax applying to the branch 
under the assumption would be $6,800 after foreign tax credit. Under 
the present law on a dividend of $60,000, the taxpayer would pay 
$7,200 whereas the branch would have only paid $6,800. Under the 
proposed “gross-up”’ bill, the U.S. tax after foreign tax credit would 
be $12,000. 

(The table referred to follows:) 


{In U.S. dollars] 





| Subsidiary 
Branch | Subsidiary operation, 
operation, operation, proposed 
| present law | present law ‘““gross-up” 
| | bill 


. Net income before taxes (both foreign and United States) 
and exchange loss on working capital | 100, 000 

2. Foreign corporate tax (based on assumed tax rate of 40 | | 

percent) 40, 000 40, 000 40), OK 


100, 000 100, 00 


q Balance 60, 000 | 
. Deduction available to branch operation for foreign ex- | 
change loss on local currency working capital. - - | 10, 000 | 


60, 000 60, OO 


Balance 50, 000 | 60, 000 60, OO 


}. Amount of profits subject to U.S. income tax under each 
alternative assuming balance of US$60,000 of subsidiary | 
income is distributed as dividend _ _- ¥ 90, 000 | 60, 000 100, 00 


. Gross U.S. income tax at 52 percent rate 46, 800 | 31, 200 


52, 00 
. Foreign tax credit allowable under each alternative _ _- | 40, 000 24, 000 


40), OH 


9. Net U.S. income tax after allowable foreign tax credit _| 6, 800 | 7, 200 | 


12, OO 
10. Foreign corporate taxes paid per 2 above - - ; 40,000 | 


40, 000 | 40), OO 
11. Total U.S. and foreign taxes _ _- 46, 800 | 47, 200 


Mr. Lawper. Thus, on the basis of the above, the total U.S. and 
foreign taxes under a branch operation amount to $46,800 as compared 
with total taxes of $47,200 under the present law when the operations 
are conducted through a foreign subsidiary. If the proposed “gross- 
up”? amendment is enacted, the total tax bill operating through a 
foreign subsidiary would be $5 2,000 or $5,200 in excess of the taxes 

ayable on a branch operation and $4,800 more than under the present 
nas where the earnings are realized through dividends from a foreign 
subsidiary. Thus, it is quite evident that instead of equalizing taxes, 
the proposed bill would further distort the tax bill of a company 
carrying on its foreign operations through a foreign subsidiary rather 
than a branch. As outlined above, there are other areas where in- 
equalities exist, but the above example will serve to demonstrate the 
point without going into the detail of separate examples for the other 


areas mentioned in which differences in tax treatment currently 
prevail. 
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The question may be asked why then are not foreign operations 
carried on through a branch or a domestic subsidiary if there are 
tax advantages under the U.S. Internal Revenue Code as compared 
with operating through a foreign subsidiary? There are many reasons 
why it is not convenient or feasible to operate through a branch, which 
I am sure are well known to this committee. Generally speaking, it 
is more desirable for legal, tax, commercial, and political considerations 
to operate through a foreign subsidiary. This helps to promote better 
relations with local officials and customers, as well as to facilitate 
taking in local partners. 

In opposing the proposed legislation, we have endeavored to deal 
with it on an objective basis. Without doubt, the problem was 
approached with the equities in mind at the time ‘the present foreign 
tax credit formula was written into the law some 40 years ago. 

It is W. R. Grace & Co.’s position that the present law provides a 
reasonable and objective treatment of the problem; that it does not 
give any undue preference to operating through a foreign subsidiary 
as compared with operating through a foreign branch. 

[t is grossly misleading to infer that a tax loophole exists by assert- 
ing that there is an allowance of both a deduction and a credit for the 
forei ‘ign income taxes paid with respect to dividend income derived from 
a foreign subsidiary. The measure of taxable income received from a 
subsidiary (either domestic or foreign) is the actual dividend received 
and not the gross pretax earnings of the subsidiary which the bill 
proposes to establish as the tax basis. The foreign taxes allowed as a 
credit under the present law is only that portion of foreign income 
taxes which are related to the actual dividend received. 

This was clearly the intent of Congress when it enacted legislation 
on this point some 40 years ago and the Supreme Court has affirmed 
it, in the case of American Chicle v. United States, 316 U.S. 450. 
The Court said: 

If, as is admitted, the purpose is to avoid double taxation, the statute, as 
written, accomplishes that result. The parent receives dividends. Such divi- 
dends, not its subsidiary’s profits, constitute its income to be returned for taxa- 
tion. The subsidiary pays tax on, or in respect of, its entire profits; but, since 
the parent receives distributions out of what is left after payment of the foreign 
tax, that is, out of what the statute calls accumulated profits, it should receive 
a credit only for so much of the foreign tax paid as relates to or, as the act says, 
is paid upon, or with respect to, the accumulated profits, 

It should also be mentioned that there are a number of income 
tax treaties with foreign countries which incorporate the principle of 
allowing taxes of the foreign company to be offset against U.S. taxes 
payable on foreign income in accordance with the provisions of our 
tax laws as in effect at the time the treaties became effective or, in 
some cases, an earlier date. The proposed bill cannot, therefore, be 
effective with respect to credits for taxes paid to most of the tax 
treaty countries, with the result that, as a practical matter, it will 
apply mostly in nontreaty countries and will certainly not be uni- 
7 applicable. 

R. Grace & Co. and, I am sure, many other companies operat- 
ing ao have relied, in evaluating the risks inherent in and benefits 
to be derived from foreign operations, upon the foreign tax credit 
formula adopted some 40 years ago as part of the basic conc ept of 
eliminating double taxation on forei ‘ign source income. To change the 
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law as proposed in the gross-up bill certainly results in singling out 
the companies with foreign investments operated through foreign 
subsidiaries for what is in effect an increase in the tax burden as 
compared with other taxpayers at a time when our own Government 
has been trying to encourage private capital to assist in the economic 
development of the developing countries of the world. To impose 
this additional tax burden on taxpayers who are endeavoring to 
cooperate with our Government in its program of economic assistance 
to the developing areas of the free world at a pros when the risks in 
foreign operations are greater than ever before, can only result in 
retarding the program of substituting private capital for foreign aid, 

The CuarrmMan. Mr. Lawder, we thank you, sir, for giving us the 
benefit of your thinking on this subject matter. 

We appreciate your coming to the committee. 

Are there any questions of Mr. Lawder? 

We thank you, sir. 

Mr. Lawper. Thank you for the opportunity of being heard. 

The CHarrRMAN. Our next witness is Mr. Swantee. 

Please identify yourself for the record by giving us your name, 
address, and the capacity in which you appear. 


STATEMENT OF PAUL F. SWANTEE, MEMBER, COMMITTEE ON 


TAXATION, CHAMBER OF COMMERCE OF THE UNITED 
STATES 


Mr. Swanter. I am Paul F. Swantee, treasurer of International 
Telephone & Telegraph Corp., New York City. I appear here today 
on behalf of the Chamber of Commerce of the United States as a 
member of iis committee on taxation. 

The national chamber is opposed to H.R. 10859. 

It is the purpose of H.R. 10859 to amend section 902 of the Internal 
Revenue Code causing an increase in the U.S. tax on dividends re- 
ceived by U.S. companies from their foreign subsidiaries. The stated 
motive for this amendment is to equalize the U.S. income tax on 
foreign source income under foreign branch organization with that 
under foreign subsidiary organization. The bill aims to equalize by 
increasing the tax, not by decreasing it. Also, proponents of the bill 
evidently believe there is a loophole which this bill is intended to 
eliminate. 

The present system: The principles of the present system have 
been in effect since 1921. They require the actual dividends received 
from foreign corporations to be included in the taxable income of the 
U.S. corporate recipient, and the full U.S. corporate tax rate applied 
thereon. The foreign tax credit allowed against U.S. tax on such 
dividends is the appropriate portion of the foreign taxes paid. The 
present method never reduces the total of U.S. and foreign tax prop- 
erly allocable to the actual dividends received to an amount less than 
the full U.S. tax on such dividends. 

The objection to the present system appears to be based on arith- 
metical computations indicating an apparent advantage in favor of 
foreign subsidiary organization as compared with direct foreign oper- 
ations through a branch of the U.S. company. The brane h reports 
its actual income before deduction of foreign income taxes, if it elects 
to claim credit for the foreign taxes, whereas the dividend received 
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from a foreign corporation is from its after-tax earnings. Arithmeti- 
eal computations taking into account only the difference between 
branch earnings and dividends ignore other aspects of U.S. tax law 
which are more favorable to foreign branch operations than to foreign 
subsidiary operations. It is pertinent that only a rough tax equality 
can be achieved between these two forms of operations. There are 
a number of tax factors which are more favorable to branch opera- 
tions. For example, new ventures in a foreign country often operate 
at a loss for a number of years. Such losses if incurred by a branch 
are deductible from the U.S. company’s income from all other sources, 
whereas no deduction can be taken by the U.S. company for such 
losses of its foreign subsidiary. Capital gains of a foreign branch 
are subject to less U.S. tax than the capital gains of a foreign sub- 
sidiary remitted as dividends to the U.S. company. Accelerated de- 
preciation, and percentage depletion are not available to the U.S. 
company operating abroad through foreign subsidiaries. 

Taking all of these factors into consideration there is no loophole 
in present law unduly favorable to foreign subsidiary organization. 

Departure from long established precedent: The present method 
of computing foreign tax credit on dividends received from a foreign 
corporation has been in U.S. tax law for almost 40 vears. 

Until the tentative action taken by your committee in executive 
session last summer there has been no serious proposal to change the 
law in this respect. The present method has received the approval 
of the U.S. Supreme Court as to its basic soundness. 

In American Chicle Co. v. United States decided by the Supreme 
Court in 1942 (62S. Ct. 1144, 316 U.S. 450) the Court said: 

If, as is admitted, the purpose is to avoid double taxation, the statute, as 
written, accomplishes the result. The parent receives dividends. Such dividends, 
not its subsidiary’s profits, constitute its income to be returned for taxation. 
The subsidiary pays tax on, or in respect of, its entire profits but, since the parent 
receives distributions out of what is left after payment of the foreign tax—that is, 
out of what the statute calls “accumulated profits,” it should receive a credit 
only for so much of the foreign tax paid as relates to or, as the act says, is paid 
upon, or with respect to, the accumulated profits. 

Hence we think that, under the plain terms of the act, the Commissioner and 
the court below were right in limiting the credit by the use as multiplicand of 
a proportion of the tax paid abroad appropriately reflecting the relation of aecumu- 
lated profits to total profits of the subsidiary. 

In developing foreign trade American business has relied upon this 
long established precedent, as incorporated in present U.S. tax law, 
for the computation of allowance for foreign tax credit on dividends 
from foreign subsidiaries. Allow me to cite as an example my own 
company, International Telephone & Telegraph Corp., which com- 
menced in 1920 to put together its present worldwide system of 
international communications and telephone and electronic manu- 
facturing companies. ITT acquired numerous telephone manufac- 
turing factories in 1925 which had been long established in various 
European countries. In later years it has expanded into various 
South American countries. All of these were incorporated under 
the laws of their respective countries of location. 

Accordingly ITT’s European factory operations are all handled 
by foreign subsidiaries and this setup was arranged to meet the re- 
quirements of the local markets and to obtain the benefits of U.S. 
tax law, with respect to the credit allowed against the U.S. income tax 
for foreign income taxes paid. 
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In 1921, as in present U.S. tax law, credit was allowed for foreign 
income taxes paid by foreign subsidiary corporations and deemed 
to apply on dividends’ received by the U. S. parent company. Through 
all these years it has been the practice to declare subsidiary divideats 
out of subsidiary profits that remained after paying local income taxes, 
and to obtain credit against the U.S. income tax of the U.S. company 
for a proportionate amount of subsidiary foreign income taxes appor- 
tionable to the dividends received. 

After having relied upon this feature of U.S. tax law in developing 
our worldwide organization, we are suddenly faced with legislation 
proposing to change the rules and restrict the amount of foreign tax 
credit flowing to us on dividends received from our foreign subsidiari les. 

Over the past decade ITT has paid many millions of dollars in U.S. 
income taxes on its foreign income. 

The proposed change will require the unnatural assumption that the 
foreign subsidiary’s income tax is received as income by the US 
company, at least to the extent that it pertains to the dividend re- 
ceived. The change is not suggested because of any fundamental 
alteration in conditions, but solely to obtain more tax, to exact further 
tribute on foreign trade. This would appear to be at cross-purposes 
with the President’s expressed desire to assist foreign trade and to help 
bolster the economies of underdeveloped countries. Because grossing 
up increases the U.S. tax particularly with regard to dividends from 
low tax countries, which are usually the “underdeveloped countries,” 
this will tend to neutralize our country’s efforts to assist them. 

The effect on tax treaties: We call to your attention that there are 
now existing tax treaties between the United States and 21 foreign 
countries. Under most of these treaties the United States is oblige ated 
to allow credit for foreign taxes in accordance with U.S. tax law in 
effect at the ratification date of such treaties. It appears therefore 
that dividends from foreign subsidiaries in such countries cannot be 
“grossed up”’ without violating the treaty provisions. This change in 
the law would necessitate renegotiating. those treaties and, perhaps, 
require compensating concessions to those countries 

The desired equalization should assist, not punish, foreign trade: 
This bill would increase the U.S. tax under foreign subsidiary organiza- 
tion for the expressed purpose of equalizing it with such tax under 
foreign branch organization. 

During the last 40 years domestic corporations have found it more 
advantageous, if not necessary, to organize companies under the laws 
of foreign countries to carry on business and industrial activities, rather 
than merely register branches, and have in many cases even transferred 
their business from local branches to subsidiaries. It would therefore 
be more realistic, for the purpose of the eeaiaed tax credit, to preserve, 
as it is, the credit for taxes deemed paid by the domestic corporation 
with respect to dividends it receives from a foreign subsidiary (sec. 

I.R.C.). Instead, provision could be made for the domestic 
corporation which has a branch in a foreign country to elect to take the 
credit in respect of the net income of the branch after deduction of the 
foreign taxes thereon, just as such a computation is made with respect 
to taxes deemed attributable to dividends received from a foreign 
subsidiary. 

The bill intensifies an unfair limitation on foreign tax credit: There 
is already an unfair limitation on foreign tax credits provided in the 
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‘Internal Revenue Code. In computing the limitation on foreign 
income tax credits under section 904 it is necessary that all general 
headquarters and overhead expenses be apportioned against income 
by countries on a gross income basis. This arbitrary apportionment 
of U.S. expenses against foreign dividends reduces the amount of 
foreign taxes which are allowed as credits. As this bill would require 
adding part of the foreign subsidiary’s income taxes to the taxable 
| dividends of the parent company, it would also require apportioning 
additional U.S. expenses against this presumed dividend income and 
further limit the foreign tax credit allowed. Properly no part of gen- 
eral and overhead expense should be apportioned against foreign divi- 
dends because they are received without activity or expense of the 
stockholder company. All applicable expenses have already been paid 
by the foreign subsidiary before declaring the dividends. The tax 
credit limitation computation requires a doubling up of expense 
against foreign dividends unfairly limiting the credit and this bill in- 
tensifies this already unfair situation. 

Conclusion: The foregoing considerations show that H.R. 10859 
should not become law. Not only would this bill overturn principles 
of some 40 years’ standing, upsetting long established relations in the 
conduct of foreign trade, but it also would penalize foreign trade and 
tend to discourage foreign investments. 

The CuarrMan. Mr. Swantee, we thank you, sir, for coming to the 
committee and giving us the benefit of the thinking of the Chamber 
of Commerce with respect to this matter. Thank you so very much. 

Are there any questions? 

Thank you, Mr. Swantee. 

Mr. Swanter. Thank you. 

The CuairMan, Our next witness is Mr. Balgooven. 


STATEMENT OF HENRY W. BALGOOYEN, EXECUTIVE VICE PRESI- 
DENT, AMERICAN & FOREIGN POWER CO., INC. 


Mr. Batcooyen. I am Henry W. Balgooyen, executive vice presi- 
dent of American & Foreign Power Co., Inec., an electric utility com- 
pany with investments in 11 Latin American countries. 

The CHainMan. You have been before the committee before. | 
should have recalled that. 

Mr. Baucooyen. That is right. 

The CHairMAN. We welcome you back, and you are free to testify 
as you choose. 

Mr. BaucooyeEn. I wish to express the appreciation of my company 
for this opportunity to present our views on the so-called gross-up in 
connection with the foreign tax credit allowed domestic corporations 
on dividends from a foreign subsidiary. 

[ have appeared before this committee and other congressional 
committees on several occasions to support tax legislation which we 
have considered to be constructive and in line with the foreign policy 
objectives of the United States. I was pleased to note the passage 
by the House on Wednesday of last week of H.R. 10087 which is de- 
signed to correct some obvious inequities in present tax legislation 
arising from the per-country limitation. 

Now, this committee has before it a bill which would actually add 
to the tax burdens of some U.S. investors abroad. I respectfully 
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submit that the enactment of the measure would encourage companies, 
which could afford to do so, to leave their earnings abroad rather than 
to remit them in the form of dividends to the United States, thus 
avoiding the U.S. tax on such dividends; and would impose an addi- 
tional tax on companies such as ours which must operate, to some 
extent, through foreign subsidiaries rather than branches and, having 
no U.S. income, must bring a substantial part of their earnings home 
to be subjected to U.S. taxation. Furthermore, it is our belief that 
enactment of the legislation now before this committee will prove an 
obstacle to the expansion of the export trade of the United States, 
which is so essential now in view of our balance-of-payments position, 
and will be contrary to our national objectives in the field of foreign 
economic policy. 

Since each of us must assess the implications of proposed legislation 
against the background of our own knowledge and experience, I again 
ask the committee’s indulgence while I present some pertinent facts 
concerning the Latin American investments of the American & 
Foreign Power Co. System and their impact on the foreign trade of the 
United States. 

In the less than 15 years which have elapsed since World War IT, the 
Foreign Power System has invested over $700 million in new electric 
power facilities to meet the persistent demand for additional electricity 
to speed the economic development of the rapidly growing areas it 
serves. In so doing, we believe that we have made a major contribu- 
tion to the economic growth of these countries and to the improvement 
of the standard of living of their peoples and, thus, that we have served 
as an effective instrument in implementing important economic 
objectives of our Government. 

Approximately half of the $700 million we have spent on our con- 
struction program represents the cost of electric power equipment 
purchased within the United States and, over the next 7 years, we 
should spend an additional $700 million for the same purpose. 
Whether or not we shall be able to carry out an expansion program of 
this magnitude, which is so necessary to the continued economic 
growth of the Latin American countries we serve, obviously will 
depet 1d upon our ability to maintain earnings at a level which will 
attract the additional capital required. The ‘level of our earnings, in 
turn, will depend, to a considerable extent, upon the total impact of 
taxation—both at the source in Latin America and in the United 
States. 

The relative size of our future expenditures on property improve- 
ment and expansion will exert a major influence on the level of business 
and employment in a number of important industries in the United 
States. As I have pointed out in previous appearances before this 
committee, approximately half of all our construction expenditures in 
Latin America represents the cost of electric power equipment pur- 
chased in this country; $700 million of electric power construction, 
therefore, represents approximately $350 million of orders for equip- 
ment manufactured in the United States. Furthermore, since each 
dollar spent for electric power facilities results in the expenditure of at 
least $2.50 for accessories, appliances, machinery, and materials result- 
ing from the availability of electric power, we are dealing here with 
potential orders for well over a billion dollars of American goods, 


American shipping and insurance, providing employment for thou- 
sands of American citizens. 
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[ should like to point out, in this connection, that our equipment 
purchases in the United States are financed with foreign earnings 
remitted to this country, and by borrowing in the U nited | States. It 
is significant, I believe, that the principal source of our borrowings in 
this country is the E xport- Import Bank which, as you know, requires 
that the machinery, equipment, and supplies financed by its credits 
be of U.S. manufacture or origin, and that U.S. shipping be used 
to transport these products to their destination. 

As long-term investors in the electric power industry in Latin 
America, we are keenly interested in the continued industrial growth 
of the “good partner’’ republics and in everything which will tend to 
improve “the inter-American re lationships of our country. As Ameri- 

‘an citizens and taxpayers, we are convinced that the sound economic 
development of our Latin American neighbors, through the aegis of 
private enterprise, is in the best interest of the Government and people 
of the United States and we, therefore, are opposed to any legislation 
which will tend to restrict the flow of private U.S. capital to Latin 
America for productive investment. 

I do not wish to take the time of this committee to go into the tech- 
nical aspects of H.R. 10859 or to run through de tailed tax computa- 
tions to illustrate what would happen to our foreign-source income 
under present and proposed legislation. | believe that has been 
covered by others who have testified before this committee. How- 
ever, | would like to make a few comments on the theoretical aspects 
of H.R. 10859 and its practical effects as applied to a company such 
as ours. 

H.R. 10859 would introduce into the Internal Revenue Code of 
1954 an entirely new concept: that of taxing theoretica! rather than 
actual income. ‘This is true because a domestic corporation such as 
ours would be required to include in its gross income not only the 
actual income received in the form of dividends from its foreign- 
incorporated subsidiaries but, in addition, a theoretical income equal 
to the foreign income tax paid by the foreign subsidiary on its own 
income which provided the source of the dividend payments. This 
would increase U.S. taxable income to the extent that the total of the 
U.S. and foreign income taxes would equal 52 percent of the domestic 
corporation’s actual income plus its theoretical income. However, 
when the total of these taxes is applied to the actual cash dividend 
received by the taxpayer, the effective tax rate then would be more 
than 52 percent. 

Since, under H.R. 10859, a proposal is made to tax theoretical 
income which has no parallel in any other provision of the Internal 
Revenue Code of 1954, it would seem that there should be a basic and 
important reason for adopting such a concept. I understand that 
those in favor of passage of this bill suggest that it is necessary to 
add this concept of theoretical income in order that domestic cor- 
porations will be subjected to the same effective rate of tax on their 
foreign income regardless of whether they have done business in 
foreign countries through branches or through stockownership in 
foreign subsidiaries. 

We respectfully submit, however, that this would not be achieved 
by H.R. 10859 which, on the contrary, would actually result in 
placing an investment in a foreign subsidiary in a most disadvanta- 
geous position. 
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For example: A domestic corporation may deduct currently the 
losses it incurs from operations through a branch; while it may never 
be able to deduct similar losses resulting from its investment in the 
stock of a foreign subsidiary. Operating losses of a branch are 
deducted by the parent corporation on its income tax return each year 
in which it includes all income and losses, regardless of their geo- 
graphical source. However, the parent corporation is not entitled 
to a deduction against ordinary i income for losses incurred by a foreign 
subsidiary until the investment in such subsidiary becomes wholly 
worthless. 

H.R. 10859, therefore, would constitute a one-way street, where 
income of the foreign subsidiary from which dividends are paid, 
including theoretical income used by the foreign subsidiary to pay 
foreign taxes, must be included in U.S. gross income; while losses 
of the foreign subsidiary could never be deducted as ordinary income 
until such time as the subsidiary might go out of business and even 
then might be limited to capital losses. 

Again, a domestic corporation may currently deduct foreign 
exchange losses arising from reduction in the value of its net current 
assets employed in a foreign country as a consequence of devaluation 
of foreign currency. This is denied to a domestic corporation which 
owns stock of a foreign subsidiary unless and until the foreign cor- 
poration becomes completely insolvent and goes out of business. 

I would like to emphasize, in this connection, that the danger of 
foreign exchange losses is an ever-present and extremely important 
risk inherent to foreign operations, particularly in such rapidly devel- 
oping countries as the Latin American Republics which my company 
serves. I need only recall that the rates of exchange of the currencies 
of three of the important countries in which we operate have declined 
in the last 30 years from 42 cents for the Argentine peso in 1929 to a 
little over 1 cent in 1959; from 12 cents for the Brazilian cruzeiro to 
six-tenths of a cent; and from 12 cents for the Chilean peso to one- 
tenth of a cent in our money. 

I could also cite other examples of more favorable tax treatment 
accorded to branches of domestic corporations than is accorded to 
foreign-incorporated subsidiaries, such as the allowance of percentage 
depletion, rapid depreciation, deduction of research and experimental 
expenditures. Thus, as a result of the situation which I have cited, 
a domestic corporation’s dividends from a foreign subsidiary, plus the 
theoretical additional gross income which it would have to include 
under H.R. 10859, might well be substantially greater than the taxable 
income attributable to the same amount of earnings of a branch 
operating in the same country. 

It may be asked why American & Foreign Power Co. would not be 
able to extricate itself from the situation in which it would be placed 
by H.R. 10859 by resorting entirely to branch operations or operations 
conducted through U S.-incorporated subsidiaries. The answer is 
that the laws-of some of the countries in which we operate require 
us to incorporate locally. We have been operating in Latin America 
for over 30 years and, generally speaking, when there was a choice 
available, we did organize domestic companies. However, to rear- 
range our corporate structure now would be legally impossible in 


some countries and, in others, such a procedure would be unduly costly 
under U.S. or foreign tax laws. 
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Since we are strictly in the foreign utility business and do not have 
any sources of income within the “United States to service our debt 
and pay dividends to our stockholders, our earnings must be brought 
back to this country and subjected to U.S. taxes. During the entire 
period of our corporate existence, we have been taxed on our dividends 
from foreign subsidiaries under the principles of U.S. taxation under- 
lying the enactment of the Revenue Act of 1918. We were in business 
in 1942, when the Supreme Court reviewed the entire problem of 
foreign tax credit calculations and sustained the viewpoint that was 
then held by the U.S. Treasury. We submit, gentlemen, that if our 
company, along with others, has been taking advantage of the so- 
called loophole in the law, the U.S. Treasury has acquiesced to this 
practice for over 38 ye ars and it has been confirmed by the USS. 
Supreme Court. 

Of course, we would not presume to challenge the right of the 
Congress of the United States to change a law of such long standing; 
but it seems to us that there should be a most compelling reason for 
the enactment of this legislation which would impose additional taxes 
on only a segment of our private investment abroad and perhaps the 
most useful segment. 

In summary, we submit the following reasons for our conviction that 
this bill should not be legislated: 

Actual dividend income now received from a foreign corporation 
is subjected, under existing legislation, to U.S. and foreign income taxes 
which, in total, equal the full 52 percent tax rate imposed on domestic 
income. It is only when we assume that the tax paid to a foreign 
government is actually income of the dividend recipient in the United 
States that the effective rate of tax to the domestic corporation goes 
below 52 percent. This assumption overlooks the actual fact that 
this theoretical income is in the hands of a foreign government and is 
never received by the stockholder to do with as he will. 

Passage of this legislation would not equalize the tax treatment 
of a domestic company operating abroad through a branch with that 
of a company with foreign subsidiaries. 

3. Since H.R. 10859 would impose a tax on income not actually 
received by a stockholder, it may well be unconstitutional in that it 
would impose a tax on fictitious income. 

4. Since H.R. 10859 would change a method of computing the 
foreign tax credit, it might require changes in tax treaties with many 
foreign countries, as others have testified. 

5. It would tend to encourage foreign countries to increase their 
tax rates in order to obtain a greater share of the tax presently paid 
to the United States on these dividends. This would deter the invest- 
ment of new funds in the developing countries which presently have 
relatively low tax rates and are most in need of U.S. private invest- 
e a 

Any supposed additional tax revenues to be gained by the U.S. 
Prembuiy by this legislation would be rendered illusor v by the en- 
couragement given to companies, which could afford to do so, to leave 
their earnings abroad, even those dividends ordinarily remitted to the 
United States. Thus, the bill would give an added reason to com- 
panies operating abroad through foreign subsidiaries and so-called 
tax havens to reinvest earnings abroad in machinery, plants, and other 
foreign industry, rather than to bring these earnings to the United 
States for possible investment in industry located in this country. 
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7. It would impose an additional tax on some companies, such as 3. 
















































American & Foreign Power Co., who are not able to extricate them. JB natio1 
selves from the predicament arising from the required foreign incorpor- FF tries. 
ation of some of their important subsidiaries and without sufficient FF ment: 
earnings in the United States to meet their obligations. a e * 
8. Finally, since the present method of taxation on dividends has FB owne! 
been in the law for over 38 years, and thus is an established method J tions 
of doing business abroad, it should be changed only for the most J prote 
compelling reasons. | repre: 
In conclusion, I would like to emphasize, again, that in the specific We 
case of the company which I represent, enactment of H.R. 10859 econe 
would be a deterrent to our ability to carry out our expansion program FH (0 do 
in Latin America in furtherance of what we believe is an important Thest 
foreign policy objective of the United States. We believe that invest. JB abov' 
ments, such as ours, in the good-partner republics of Latin America, fourt 
not only will reduce the need for publicly financed projects but, by Th 
providing substantial orders for American industry, will promote the mitt 
export trade of the United States and increase tax revenues from other of ot 
sectors of our economy. effect 
Mr. [karp (presiding). Thank you very much, sir. Are there any Th 
questions? Thank vou very much for vour statement, sir. from 
The next witness is Dr. N. R. Danielian, president, International inves 
Economic Policy Association. — 
iiust 

STATEMENT OF N. R. DANIELIAN, PRESIDENT, INTERNATIONAL 1. 
ECONOMIC POLICY ASSOCIATION, ACCOMPANIED BY JOHN §& "eg! 
WALKER, COUNSEL ore 
Mr. Danrevian. Mr. Chairman, my name is N. R. Danielian. | gress 
am appe aring today on behalf of the International Economic Policy a. 
Association as its president. With me is Mr. John Walker of Jones, & decl: 
Day, Cockley & Reavis, as counsel. The membership of the associ- W 


tion 
men 
econ 


ation consists of American companies and individuals with a common 
interest in encouraging the development of effective U.S. international 
economic policies and. programs, in bolstering the national security, 


and in stimulating economic development abroad through private T 
investment and private ownership. follo 
The association was formed upon the premise that given a condition Tl 
of military stalemate or “deterrence of terror,’”’ the struggle between pract 
totalitarian systems and free nations will continue in an intensified worl 
form in the area of political and economic institutions. ake 
We believe that the United States is now confronted with the nee- a 
essity of ree xamining its international economic polici les, to determine 
whether they will accomplish our national aspirations to encourage abr 
the evolution of stable governments, in the direction of politication i” 
and economic freedom, against the determination of other ideologies q 
to subvert country after country and establish state ownership of all J 4.) 
the means of produc tion, with consequent enslavement of individuals trey 
to the state. Unit 
To assist in this reexamination the association has adopted the fol- of in 
lowing four basic objectives or yardsticks whereby to evaluate pro- ff .,1, 
posed policies and programs: cont 
The maintenance of adequate U.S. and free world deterrent re 


se power. 
2. The strength and continuous growth of the U.S. domestic 
economy. 
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The viability of the economies of our allies and independent 


| nations and the rapid economic development of underdeveloped coun- 


tries, encouraged with particular attention to the creation of comple- 
mentary rather than competitive economies. 
The pursuit of these objectives within the framework of private 


' ownership of property and private enterprise—the historical founda- 


tions upon which the institutions guaranteeing individual freedom, 
protection against arbitrary action of government, and parliamentary 
representative governments have developed. 

We try therefore to evaluate proposals affecting international 
economic policies in the light of these four principles. We shall try 
to do this here specifically with regard to H.R. 10859 and H.R. 10860. 
These proposals do not materially affect the first and second of the 
above stated objectives. They would definitely concern the third and 
fourth points. 

The association is opposed to the legislation now before this com- 
mittee because we believe that its passage would inhibit the pursuit 
of objectives three and four, and thus impede the sstaidididieaaants of 
effective U.S. international economic polici ies and programs. 

These bills would have the effect of increasing taxes on dividends 
from foreign investments, and thus will tend to discourage private 
investment abroad by U.S. investors. 

Why this legislation, in our opinion, is undesirable may best be 
illustrated by considering these questions. 

What is the declared policy of the Government and the Congress 
regarding the position of private enterprise in international economic 
deve meee 

. Why is this particular proposal being brought before the Con- 
gress at the present juncture of our history? 

What would be the effect of the proposed changes upon the 
dec lared international economic policies of our Government? 

With respect to the first question there is a long history of affirma- 
tion by the Congress and the executive branch of the U.S. Govern- 
ment to encourage the utilization of private enterprise in international 
economic growth and development. 

The President has stated the administration policy on this point as 
follows: 

Through increasing two-way international trade and stimulating in every 
practical way the flow of private invest'rrent abroad, we can strengthen the free 
world, inciuding ourselves, in natural and healthy ways—By so doing, we can 


lessen and ultimately eliminate the heavy burden of foreign aid which we now 
dear! 


The Congress adopted the policy of encouraging U.S. investment 


abroad by including section 413 in the Mutual Security Act of 1954 
as amended): 


Eneourage'rent of free enterprise and private participation. (a) The Con- 
gress recognizes the vital role of free enterprise in achieving rising leveis of pro- 
duction and standards of living essential to the economic progress and defensive 
treneth of the free world. Accordinely, it is declared to be the policy of the 
United Stetes to encourage the efforts of other free nations to increase the flow 
of internetional trade, to foster private initiative and competition, to discourage 
nonoplistic practices, to irprove the technical efficiency of their industry, agri- 
culture and com” erce, and to strengthen free labor unions; and to encourage the 
contribution of United States enterprise toward economic strength of other free 

Reference in regard to President Eisenhower's statement—Statement of Hon. Henry Kearns, Assistant 
Secretary of Commerce for International Affairs, hearings before the Subcommittee on Foreign Trade 
Pol cy entitled ‘Private Foreign Investment,”’ House of Representatives, 85th Cong., 2d sess., December 
1958, p. 12. 
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nations, through private trade and investment abroad, private participation in th; 
programs carried out under this Act (including the use of private trade channe 
to the maximum extent practicable in carrying out such programs), and exchang, 
of ideas and technical information on the matters covered by this section. 


This policy regarding foreign investment has recently been sup. 
ported and reiterated without exception by the responsible officiak 
of our Government who are in charge of our foreign economic policy, 
namely Mr. C. Douglas Dillon, Under Secretary of State, Mr. Henry 
Kearns, until recently Assistant Secretary of Commerce who spoki 
for his Department, Mr. David Lindsay, until recently special assist. 
ant to the Secretary of the Treasury, as well as spokesmen of the 
Department of Defense and Department of Agriculture. Their 
statements are included in an attached appendix.? And, Mr. Chair. 


2 Hearings before the Committee on Ways and Means, House of Representatives, 86th Cong., Ist sess, oy 
H.R. 5, Foreign Investment Incentive Act, July 1959: 

Representative from the State Department, Hon. C. Douglas Dillon, Under Secretary of State; p. 78: 

‘Free private enterprise is the very basis of our free system. On this foundation stands the freedoms w 
hold so dear—freedom of thought, freedom of expression, freedom of religion, and freedom of the individu) 
This system of ours is now facing a formidable challenge from totalitarian communism. In the unde 
developed world this challenge now largely takes an economic form. If our free system is to prevail, we mus 
show the people of these lands that the private enterprise system is in their own best interest. This can on! 
be done if our American private enterprise plays a substantial role in the development process. This in 
turn requires adequate incentives for our private businessman.’”’ 

Representative from the Department of Commerce, Hon. Henry Kearns, Assistant Secretary of Con: 
merce for International Affairs; p. 9: 

“American business has amply demonstrated that it will support our national foreign policy. But in 
the strictly economic sense, American companies invest abroad for just one reason—to make money by better 
serving the consumer. If if is in the national interest to promote U.S. private investment abroad, and! 
believe it is, we must not forget this economic fact of life.’”’ 

Representative from the Department of Treasury, Hon. David A. Lindsay, Assistant to the Secretary 
of Treasury; p. 35 

“The need to enlist resources and talents of American enterprise in helping to improve the economies 
the less- developed countries is partic ularly important today, with a hostile Communist bloc actively pres 
ing a massive economic offensive against the free world. 

“Secretary Dillon stated, in testimony before your committee’s Subcommittee on Foreign Trade Poli 
last December, that he regards the problem of achievement in freedom of higher living standards int 
less-developed countries as the primary economic and political problem of the 20th century. He obse rv 
that it is a problem in which the interests of our Government and our business community coincide, so that 
a real opportunity exists for a joint effort in attacking it.’’ 

Hearings before the Subcommittee on Foreign Trade Policy, Committee on Ways and Means, House 
Representatives, 85th Cong., 2d sess., entitled ‘‘ Private Foreign Investment,’’ December 1958. 

Representative from the International Cooperation Administration, Hon. James H. Smith, Jr., Director 
D. 36: 

“What I have said during my 14 months as International Cooperation Administration Administrator 
summarized hetter than I could, in a statement which your chairman made to the National Foreign Tra 
Council 2 weeks ago. He stated: ‘Private investment of American funds abroad is preferable to Gover 


ment spending for many reasons, not the least of which is the fact that sueh investment assures the me 


economic use of limited U.S. resources. The plein truth is that the need for capital by the free nations 
the world is far larger than the amounts which our taxpayers can reasonably provide. For this reason alor 
private American capital must be encouraged te go abroad and take upon itself the task of preserving int 
world the free system which we earnestly believe deserves to be fostered and preserved.’ ” 

Representative from the Department of Treasury, Hon. Dan Throop Smith, Deputy to the Secretary 
the Treasury (in charge of tax policy); p. 54: 

‘One additional point, if I may, Mr. Chairman: In this prepared statement } have dealt entirely wit 
tax aspects. I did so only because of the testimony submitted earlier by the State Department, the Con 


merce Department, the International Cocperation Administration, dealing with other aspects of the pro! 


lem. 
‘*T should, of course, like to associate the Treasury Department with the opening remarks of Secretar 


Dillon dealing with the imporatnee of private foreign investment and the importance of maintaining balane 


in the various foreign investments.”’ 

Representative from the Department of Defense, Hon. Robert H. Knight, Deputy Assistant Secretar 
of Defense for International Security Affairs; pp. 64 and 45: 

‘*In the vast less-developed areas of the world, it would appear that, under appropriate circumstances, 
tremendous opportunity for reward awaits the U.S. businessman willing and able to contribute to the 
development. Assuming, as would appear in the long-range interest of the private investor as well as 


the United States, the host country was enabled to participate suitably in the economic benefits arising ou 


of such investments, such investments should contribute materially to the economie growth and stebilit 
of such areas—and hence to the welfare of the United States. 


‘‘Here again, and largely for the reasons previously cited, private enterprise in the United States, appre 


priately encouraged, could substantially and profitably contribute te our national defense support obje 
tives with eitherresultant savings to the public or more effective results in the achievement of national goak 


“Tnereased investment abroad by private enterprise of capital, machinery, and industrial technique 


could also contribute effectiv: ly to this country’s military assistance program.” 
Representative from the | epartment of Agriculture, Hon. Max Myers, Administrator, Foreign Agr 
cultural Service; p. 73: 


“With respect to the general topic of U.S private investment abroad, it is, of course, clear that the ne 


outflow of U.S. private investments contributes to other countries’ buying power for U.S. products, inclu 
ing agricultural products. However, it is very difficult to identify any particular share of our éxport trad 
in general, or in agricultural products in particular, with the fact or the extent of U.S. private capital inves 
ment abroad. Such capital movements add to the dollar supply abroad potentially available for import 
from the United States. Many of these investments contribute to financing economic growth abroad; a 
one of the results of economic growth in the world at large, is the growth of international trade 
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man, | would kindly request inclusion of these quotations at the end 


| of my statement. 


Mr. Kine (presiding). It is so ordered. 

Mr. Dantevian. That it is in the national interest to stimulate 
private investment abroad has been the conclusion of numerous studies 
recently completed, including the report on “Expanding Private 
Investment for Free World Economic Growth,” submitted in April 
1959 by Ralph |. Straus *; the report of the Committee on World 
Economic Practices of the Business Advisory Committee of the De- 
partment of Commerce, chaired by Mr. Harold Boeschenstein, sub- 
mitted January 22, 1959*; the Rockefeller report on ‘‘Foreign Eco- 
nomic Poliey of the 20th Century,’ completed in 1958,° and such 
earlier studies as the Randall report completed in 1954.° 

Quotations from all of these reports are also in the appendix and I 
would like them to be included with my statement. 

Mr. Kina. It is so ordered. 

Mr. Danrevian, Not only is this a declared policy of the Govern- 
ment but in the administration of the Development Loan Fund it is 
now being put into effect. Appropriations made available to DLF are 
as much as possible being lent through private foreign institutions to 
encourage private industries abroad. One needs only to review the 
list of projects and loans approved by the DLF for the past several 
months to realize that this is, as far as this particular agency is con- 
cerned, a definite working policy of the Government. 

It has been therefore an established national policy, supported by 
the Congress and the Executive and substantiated by both official 
and private studies, to encourage foreign economic development 
through private investment. 

It is reasonable therefore to inquire why this proposal is before the 
Congress at this time. Certainly it is apparent that H.R. 10859 and 
10860 are not intended to abolish an unintended tax benefit. Section 
902 and its predecessors have been part of the income tax laws for 
almost 40 years. They have always operated to reduce the overall 

“Expanding Private Investment for Free World Economie Growth,” prepared by Mr. Ralph I. Straus, 
as specia] consultant to the Under Secretary of State for Economie Affairs, Washington, D.C., April 1959; 
| 

“This report is based on the conviction that, even in countries which have adopted a large measure of 
central economic direction, the encouragement and release of private initiative will greatly accelerate the 
rate of growth. Furthermore, dispersion of economic power is important in preserving and enlarging the 
scope of freedom and individual dignity.” 

‘“ Report of the Committee on World Economic Practices,” under the direction of Mr. Harold Boeschen- 
stein, Business Advisory Committee of the Department of Commerce, January 1959; p. 1: 

“Use of Private Enterprise—It is of the utmost importance that new and greater use be made of the re- 
sources and initiative of private enterprise. In this report, therefore, the Committee has indicated ways in 
which private energies of the United States and its allies can be more effectively mobilized in the free 
world’s economic programs, and through which the private sectors of the less developed countries can be 
strengthened.” 

The Rockefeller report on U.S. International Economic Policy entitled ‘‘ Foreign Economie Policy for 
the 20th Century, Report of the Rockefeller Brothers Fund Special Studies Project, 1958’’; p. 57: 

“In addition, we recommend that the U.S. Government take direct action to encourage the flow of private 
funds into international investment by providing appropriate tax incentives for foreign investment At the 
very least, the advantage now provided to Western Hemisphere corporations of a 14-point reduction in the 
corporate income tax should be extended to the rest of the world.”” 

* Commission on Foreign Economic Policy report to the President and the Congress, under the chairman- 
ship of Clarence B. Randall, Jan. 23, 1954; p. 16: 

‘Fortunately, the economic welfare of the United States would itself be directly promoted by an increased 
movement abroad of sound investment by U.S. nationals and corporations. Such a flow, if well conceived 
ind directed, would not only contribute to an increase in international trade, but would assist in the mainte- 
nance of high levels of economic activity and employment within our own country. It can increase our na- 
tional income by taking advantage of opportunities for more profitable investment. It ean aid in the 
development abroad of primary resources to meet the ever-increasing civilian and defense needs of the 
United States and the free world. And, since private U.S. investment usually carries with it management 
ind technical skills, it can contribute strongly to the economic development of foreign countries. 

“Such an increased flow of private investment abroad can also assist in attaining U.S. foreign policy 


objectives through strengthening the economy of the free world, and can reduce the burden of military aid 
by increasing productivity abroad.”’ 
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income tax rate below the prevailing U.S. rate of corporate tax in cases 
where the foreign tax rate was lower. 

In December 1958 and July 1959 extensive consideration was given 
by this committee to legislative proposals designed to give incentives 
to U.S. private investments and trade abroad. The original proposals 
then before the committee were intended to implement the declared 
international economic policies of the Government. 

However, instead of implementing the national policy through the 
adoption of positive incentives, it is now proposed to reverse the direc- 
tion of our legislative policy in one area, at least, by withdrawing a 
long-established tax incentive. Instead of devising appropriate means 
to encourage an increase in private U.S. enterprise abroad, we are 
considering a change in the tax rules that can only act as a deterrent, 

It may be said that this change in section 902 is desirable to increase 
tax revenues. The revenue requirements of the Treasury must of 
course be met but there are many different ways of accomplishing this 
result. Why has this particular proposal been chosen? Why has 
this particular segment of the American community been singled out 
at this time? 

It may be said that this is a technical correction. Again there are 
many technical corrections to be made in the Internal Revenue Code. 
Why is this particular proposal brought up separately at this time out 
of context of overall Internal Revenue Code revisions? 

These questions are of concern to us particularly in the light of the 
fact that the effect of the proposed changes would be to handicap the 
effectuation of a declared policy of the U.S. Government, for by any 
standard of measurement one must admit that the enactment of this 
legislation would diminish incentives to investment abroad. 

Furthermore, it would impose a burden not reasonably to be antici- 
pated on those who have ventured into foreign markets believing in 
the authenticity of the declared Government policy. U.S. business 
abroad has enough problems because of political instability and severe 
competition from third-country competitors. We should not at this 
time add one more handicap by withdrawing from them an advantage 
they have enjoved for 40 vears. 

We have all come to recognize that the other countries of the world 
are going to obtain the means of economic development one way or 
another. They will secure their capital from Europe, from Japan, 
from the Soviets. They will secure, if they can, additional capital 
from our various Government aid programs, to which the U.S. Treas- 
ury is a major contributor. In the last 2 years, Congress has made 
capital available to international programs in the amount of close to 
$14 billion. These funds are currently being advanced for develop- 
ment of projects all over the world, many if not most of them being 
State-owned projects. 

We believe that in attempting to meet the Communist economic 
threat, we must give thought not only to the type and amount of 
economic growth necessary to forestall the advance of Communist 
influence in underdeveloped areas but also to the institutions through 
which that development is to occur. The net result of government- 
to-government economic assistance programs without providing in 
addition adequate incentive to private business will be a failure to 
develop the multiplicity of employment units and private ownership 
necessary for the encouragement of democratic institutions. The 
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development of a growing middle class of property owners is the best 
assurance against Communist success in these countries. 

In theory and in fact what Communists are out to destroy is private 
ownership of property and enterprise. We have approved for a long 
time the use of American taxpayers’ money in the development of 
Government-owned projects abroad, which, as the major device to 
oppose communism, leaves many of us feeling quite insecure. Yet 
when it comes to encouraging private ownership abroad, which is the 
only force or institution to take certain and permanent issue with 
communism, we seem to throw both theory and practice to the winds. 

We subsidize foreign economic development 100 percent when we 
make a nonrepavable grant or loan—including soft loans in that cate- 
gory. We likewise subsidize foreign economic development even when 
we make hard loans at perhaps 5 percent in countries where the going 
rate of interest may be 20 percent. But when it comes to incentives 
for private U.S. enterprise to assume risks that are even greater than 
those the U.S. Government assumes in making its advances, we find 
ourselves moving backward and considering a deterring change in the 
tax laws. 

It is axiomatic in private business ventures that anticipated profits 
must be commensurate with risks, and no one can claim that invest- 
ments through foreign corporations abroad enjoy the security and 
protection that similar undertakings have in the United States. That 
the rate of earnings must be greater than could be received from similar 
ventures in this country must be one of the motivating factors stimu- 
lating foreign investment. We must not, therefore, view any differ- 
ences in the overall rates of taxes between domestic enterprises and 
those who have ventured abroad as a special tax loophole but as an 
incentive to domestic capital to assume the additional risks of foreign 
operations. The Treasury will lose far less through a tax concession 
than the amount needed for the same economic development financed 
through foreign aid; and at the same time the important objective of 
increased private ownership abroad will be served. 

In short, we must make up our minds as to what we are trying to 
achieve abroad. Are we committing ourselves to a philosophy of 
economic and technological development through U.S. taxpayer con- 
tributions as a means of keeping the free world free through projects 
which in most instances turn out to be Government owned? Or are 
we trying to inject seed money and know-how under an institutional 
framework of individual enterprise, American as well as_ native, 
which will expand and develop into a middle class of traders, shop- 
keepers, farmers, small businessmen, subcontractors, et cetera. 

This is the real battlefront between communism and our form of 
society, and in our opinion it behooves us to reexamine our policies 
and practices in relation to private enterprises abroad, to encourage 
them instead of deterring them. 

As pointed out earlier the DLF is moving in that direction in the 
loaning of Government funds. However, since the greater source of 
capital is in private hands, we will serve our country best by persuad- 
ing private capital to go abroad and carry out this development work. 
As the President has stated, such a policy will ultimately reduce the 
taxpayers’ contribution. The passage of this legislation, however, 
will give notice to the American business community that. the Govern- 
ment has no real interest in the growth of private business ventures 
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abroad and that in fact changes in the rules may be anticipated from 
time to time that may further handicap such ventures. 

Because we are convinced that the encouragement of private busi- 
ness activity abroad and the resulting creation of a growing class of 
private property owners in the underdeveloped countries is the best 
and surest way to combat the spread of Communist economic and 
political influence, and because this proposed legislation would be a 
step in the opposite direction, we urge that these bills be tabled aad 
that immediate attention be directed to giving new incentives to 
private participation in international economic development. 

Thank you. 

Mr. Kine. Does that complete your statement? 

Mr. DaNnrELIAN. Yes, sir. 

Mr. Kine. The committee wishes to express its appreciation to you 
for giving us the benefit of your views. Are there any questions? 
If there are no questions, thank you again. 

Mr. Paul Seghers? 

Mr. McCauu. Mr. Chairman, my name is Ambrose McCall, Jr. 
[am Mr. Seghers’ law partner and Tam aanaiae in his place today. 
In between requesting permission to appear and this date he was 
required to undergo an operation and is recuperating from that at 
this time. His condition is such that his doctor wouldn’t want him 
to undergo the strain of a personal appearance and so he has requested 
me to read his statement. 

Mr. Kine. We will be pleased to hear you, Mr. MeCall. 

Mr. McCatu. I have worked closely with him, Mr. Chairman, 
both in the preparation of the statement and his previous statements 
with regard to H.R. 5, and I feel if the committee does have any 
questions I have a sufficient familiarity with his feelings about this 
subject that I would be prepared to answer any questions that you 
might otherwise have addressed to Mr. Seghers. 

Mr. Kina. You do have a statement you wish to make, nevertheless? 

Mr. McCatu. I wish to read the statement and, as I say, if you or 
any other members of the committee has any questions that you 
might wish to address to Mr. Seghers, I feel that I know his mind on 
the subject well enough to answer them. 

Mr. Kina. Very good. 


STATEMENT OF PAUL D. SEGHERS, ATTORNEY AT LAW, NEW 


YORK, N.Y., AS READ BY AMBROSE McCALL, JR., ATTORNEY 
AT LAW, NEW YORK, N.Y. 


Mr. McCatu. Mr. Seghers is a member of the firm of Seghers, 
Reinhart & MeCall, practicing attorneys in New York City. He is 
a certified public accountant of Illinois and New York. 

He is also the chairman of the international section of the New 
York Board of Trade, Inc., and chairman of the Committee on Federal 
Tax Legislation of the Federal Tax Forum. He has appeared before 
this committee on behalf of these organizations on numerous occasions 
and on this occasion he asked to make this statement to your ceminit- 
tee solely on his own behalf because he wished to express himself with 
complete freedom and frankness, and to be answerable to no one for 
what he deemed it wise to say. 
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Does your committee feel that his administration in seeking the 
introduction and passage of H.R. 10859, is consistent in proposing an 
increased burden of U.S. taxes on income earned abroad, at the same 
time that it is urging U.S. business to increase its activities abroad to 
accomplish what foreign aid has failed to accomplish—to build up the 
economies of the underdeveloped countries? 

Does the Treasury deny that, under H.R. 10859, it would collect 
more taxes on such income? And if it would collect more taxes, can 
it deny that it thereby would impose a severe burden on business 
which is bringing in the revenue to the United States, as well as 
helping the United States to accomplish what is best for the entire 
free world? 

I challenge the Treasury to deny that the greatest part of this addi- 
tional burden of U.S. taxes would fall on business income (and not 
oil or mineral extraction) earned in the less-developed countries, and 
very little additional tax on income earned in Canada, the United 
kingdom, Western Germany, Japan, and other similar highly indus- 
trialized countries. Thus, the burden of this proposed increase in 
tax would fall heaviest on tnose companies operating abroad in the 
countries where they are the most needed. 

The Treasury has the figures—it should make them available to 
this committee so as to enable it to determine for itself whether this 
is not true—that H.R. 10859 would increase the burden of U.S. taxes 
least on income from those industrialized countries, and most on 
income from the underdeveloped countries (with the one important 
exception of India). The Treasury has failed to make the facts known 
to this committee—it dare not make its position ridiculous by admitting 
them. 

Under existing law, no U.S. corporation receives | penny of credit 
for foreign taxes except on income received here and subjected to the 
full 52-percent corporate tax (on all corporate incomes in excess of 
$25,000). What would be the effect of the proposed H.R. 10859? 
It would tax U.S. corporations on that portion of business income 
earned abroad by their foreign subsidiaries and paid out by the latter 
as taxes on the foreign countries where the income was earned. It 
would tax as income money which never was and never could be 
received by the U.S. taxpayer. Is this justice? 

As the Treasury now collects tax at the full U.S. corporate tax rate 
(52 percent) on every penny of the income received by U.S. corporate 
taxpayers, with credit only for so much of the foreign taxes as was 
paid on the amount subject to U.S. tax—of what has the Treasury 
to complain? And if it complains now—has it been asleep from 1921 
until 1959--or until 1960, as far as the business public was aware? 

The law has been unchanged in this respect since 1921, and every 
U.S. corporation which has expanded its business operations abroad 
has every right to rely upon the continuance of these provisions. 
No U.S. corporation is entitled, under existing law, to 1 penny of 
credit for foreign taxes paid by a subsidiary on any income not received 
by the parent company and subjected to U.S. tax at the full corporate 
rate (52 percent). 

Finally —why should a U.S. corporation be subject to U.S. taxes on 
dividends received from a foreign subsidiary, when that income was 
earned abroad, beyond the jurisdiction of the United States, and has 
already been fully taxed in the country where earned? To exempt such 
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income from the U.S. corporate income tax (52 percent) would stil] 
leave such income subject to the full U.S. individual normal and sur- 
tax rates when paid out to the stockholders. 

Should not this satisfy even the Treasury, as well as the adminisira- 


tion, 


with its reiterated expressions of desire to help U.S. business 


help the economies of friendly underdeveloped nations? 

Business today is more than skeptical of these proffers of help, it 
now says: ‘Just don’t help the ba’ar and you'll see a tarnation good 
ba’ar fight.” 

To sum up the case against H.R. 10859: 


A. 


B. 


@ 


Congress and the administration appear to agree that 

(1) The best interests of our country, as well as the entire free 
world, require expansion of U.S. business abroad. 

(2) The U.S. Government should aid in such expansion. 

(3) The U.S. Government should afford incentives to U.S. busi- 
ness to expand its artivities abroad. 

The facts are that— 

(1) H.R. 10859 would increase the burden of U.S. taxes on 
business income earned abroad by foreign subsidiaries of U.S. 
corporations; and 

(2) The percentage of increase in the net amount of US. 
taxes on such income paid by U.S. parent corporations, would, 
under H.R. 10859, be the greatest where the foreign income tax 
rates are low (that is, in most of the underdeveloped countries) 
and such increase in U.S. taxes would be the least where the 
foreign income tax rates are the highest (for example, in Canada, 
the United Kingdom, West Germany, Japan, and the other 
highly industrialized countries). 


. It is my opinion, based on study and investigation and shared 


by a large segment of industry, that— 


(1) Incentives in U.S. taxation of income earned outside the 
United States have operated most powerfully in inducing U.S. 
business expansion abroad and will continue to do so. 

(2) Further tas incentives are urgently and imperatively 
needed if it is desired to encourage more U.S. business to engage 
in activities abroad and those already so engaged to expand. 

(3) The best, simplest, and most desirable form for such 
incentive to take, and the one which would be most effective in 
inducing a large number of smaller U.S. businesses to engage in 
foreign trade, would be to eliminate all U.S. corporate taxes on 
income from the active conduct of a trade or business abroad, 
as that phrase is used and restricted in H.R. 5, or, if that is 
politically unacceptable at the present time, at least a substantial 
reduction in the effective rate of U.S. tax on such income. 
Furthermore; 

(4) The frustration engendered by what has been done to 
H.R. 5 has caused much skepticism as to whether the adminis- 
tration and Congress are sincere in their expressions of desire to 
increase the role of U.S. business abroad; and 

(5) Any adverse action at this time, such as enactment of 
H.R. 10859, would most assuredly discourage U.S. businesses 
from going abroad, and be a deterrent to the activities of those 
already abroad. 
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Finally, let’s be frank about it—until U.S. business went abroad, 
risked great sums of capital, and created new sources of income, 
earned abroad, there was little concern by the Treasury about the 
rate of taxes on such income. The Treasury now says, in effect 
“Now that you’re earning so much of such income, we want a larger 
cut out of every dollar.’’ Is that any way to enc ourage U.S. business 
to risk more abroad, in the face of the growing competition of politi- 
cally-motivated, Communist-subsidized trade, in countries where the 
U.S. Government can give our businesses no protection? 

I don’t say you should merely kill H.R. 10859; I believe your 
committee should offer real incentives to U.S. business to meet the 
Communist cold war threat. I urge vou—don’t merely offer incen- 
tives to U.S. business to operate abroad—look the facts in the face 
and recognize that the interests of all our people will be best served 
if we also offer incentives to the export of our products. 

Certainly you are not going to do that, subsidize-—-what a dreadful 
word—our factories to export more goods by reducing U.S. income 
taxes on profits from the export of such goods. But you will have an 
uneasy feeling that maybe you should do just that, that all it takes is 
the courage to see the need and to act to meet that need. But if vou 
won't help foreign trade, at least don’t add to its burdens, as you 
would if H.R. 10859 were enacted. 

Mr. King. Does that complete your statement? 

Mr. McCatu. Yes, sir. 

Mr. King. The committee wishes to thank you for giving us the 
benefit of your paper. 

Mr. McCatu. I appreciate the opportunity, Mr. Chairman. 

Mr. King. Are there any questions? That will be all, sir. You 
might give our best wishes to Mr. Seghers. 

Mr. McCauu. I am sure he is doing very well, sir. Anyone who 
ean turn this out while on a hospital bed is not a sick man any more. 

Mr. Kine. That will complete the session for this afternoon. The 
committee will meet again at the call of the Chair. 

(The following letters, statements, and telegrams were received by 


ithe committee :) 


MacHINERY & ALLIED Propwcts INSTITUTE, 
Washington, D.C., April 18, 1960, 


| Hon. Witsur D. MILts, 
| Chairman, Committee on Ways and Means, 


House of Representatives, Washington, D.C. 


Dear Mr. CuHarRMAN: We appreciate the opportunity to present the views of 
the Machinery and Allied Products Institute on H.R. 10859 and H.R. 10860, the 
so-called foreign tax credit ‘‘gross up”’ bills. 

As you know, the institute and its affiliate organization, the Council for Tech- 
nological Advancement, represent the capital goods and allied product industries 
of the United States. For many years the products of these industries have com- 
prised the largest single segment of total American exports. In addition, many 
organizations in these industries have extensive oversea operations and their 
oversea investments have grown steadily over a number of years. Foreign 
capital goods business is conducted through a variety of forms including both 
foreign subsidiaries and foreign branches. Thus, the institute has a deep and 
continuing concern both with the present system of taxing foreign source income 
and with the effect that changes in this system may have on American private 
foreign investment and on U.S. international commercial and economic policy. 
We feel, therefore, that it is important to consider this subject not solely on narrow 
and technical grounds of revenue law. 
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THE PROPOSAL 


At the request of the Treasury Department, identical bills, H.R. 10859 and 
H.R. 10860, have been introduced to require that, in computing the foreign tax 
credit, a dividend paid to an American corporation by its oversea subsidiary be 
“grossed up” by the amount of foreign income taxes paid by that subsidiary 
which are attributable to the dividend. The proposal, if enacte od into law, would 
compel an American company to include in gross income, over and above the 
amount of the dividend paid by its subsidiary, an additional sum of money which 
would be equal to a part of the foreign tax paid by that subsidiary. 

The proposal appears to be based on the fact that under section 902 of the 
Internal Revenue Code an American corporation may, under certain cireum- 
stances, pay a total tax, both foreign and United States, of less than the present 
full American rate on the forei ‘ign source income earned by its oversea subsidiary, 
When the tax rate of the country in which the subsidiary is located is less than 
52 percent, the effective combined rate on the foreign source income of the sub- 
sidiary is also less than 52 percent. The minimum effective combined rate of 
45.2 percent is reached when the foreign rate is 26 percent. As the foreign rate 
moves away from 26 percent in either direction, the effective combined rate 
becomes higher and approaches 52 percent. 

If the legislation currently proposed becomes law, the effective total tax rate, 
expressed as a percentage of the total foreign source earnings of the subsidiary, 
will never fall below the full American rate. Thus, to the extent that American 
companies derive foreign source income from subsidiaries located in countries 
with an effective rate of less than 52 percent, adoption of the proposal will lead to 
an actual tax increase on foreign source income. 


WEIGHT OF THE EVIDENCE LIES AGAINST ADOPTION OF THE PROPOSAL 


The Treasury supports this proposal on the grounds that its adoption wil 
equate the taxation of income derived from a foreign subsidiary with taxation of 
income received from a foreign branch. The proposal rests upon certain assump- 
tions that are not necessarily true and its adoption might create wholly new 
problems. Hence, there are cogent reasons for avoiding precipitate action in this 
area. Moreover, our conviction that we should make haste slowly is heightened 
by the somewhat indefinite character of Treasury testimony on the bill. 

The more important of those arguments which persuade us to urge s most 
careful review of this proposal are summarized below: 

1. Under present law, the effective combined tax rate, both United States and 
foreign, on foreign subsidiary dividends is in no instance less than 52 percent 

2. The proposal represents, in one sense, an attempt to impose the disadvan- 
tages of the branch form on foreign subsidiaries without, at the same time, granting 
the corresponding advantages of branch operations; 

3. There is at least a strong possibility, conceded by the Treasury, that enact- 
ment of the proposal will create a number of difficulties in connection with existing 
foreign tax conventions: 

+. There would appear to be no compelling reason for taking up the “gross up” 
problem without, at the same time, examining other defects in our present foreign 
tax credit mechanism, including the too-narrow definition of foreign taxes which 
are credit: ae and the per-country limitation; 

The administration long has stressed the urgency of encouraging increased 
hime ‘rican privete investment in the underdeveloped countries of the world. On 
its face, however, this proposal would appear contrary to this policy in that it 
would increase, under certain circumstances the rate of tax on income derived, 
from investments in such areas. In spite of this contradiction, the Treasury 
has made no showing that the proposal would not adversely affect the level of 
such investment. 

None of these arguments has been satisfactorily answered, in our judgment, 
by the Treasury Department. 

Indeed their force has been increased rather than diminished by the Treasury 
testimony, and thus they weigh heavily, we feel, against adoption of the Treasury 
proposal. The record presently before the committee does not, in our judgment, 
warrant affirmative committee action to change our present foreign tax credit 
mechanism which has been on our statute books for approximately four decades 
and upon the basis of which foreign investment decisions and business expectations 
have been made for many years. 
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FOREIGN SuBSIDIARY DivipENDS Not UNDERTAXED 


A number of witnesses before this committee have demonstrated that there is 
in reality no undertaxation of foreign subsidiary earnings under present law. 
The basic reason for the adoption of the foreign tax credit was an attempt to insure 
that an American taxpayer's foreign source income would be taxed at no greater 
effective rate than his income from sources within the United States. Although 
certain imperfections in the mechanism of the foreign tax credit prevent the 
attainment of this legislative ideal, in theory the goal remains unchanged. 

Foreign branch earnings, the entire amount of which are disposable by and under 
the complete control of the American corporate taxpayer, carry an effective 
overall rate of 52 percent. While it is true that under some circumstances the 
effective overall tax rate on total foreign source earnings of an American sub- 
sidiarvy May fall below 52 percent, it has been shown before this committee that 
the combined effective rate on dividends paid by the foreign subsidiary to the 
American corporate taxpayer never falls below 52 percent. Moreover, it should 
be reemphasized that it is only the amount of dividends and not the total amount 
of foreign earnings of the subsidiary that is under the complete control of, and can 
be disposed of by, the American parent. 


PROPOSAL WOULD NOT ACHIEVE ITS STATED OBJECTIVE 


According to Mr. Jay Glasmann, Assistant to the Secretary, in his statement 
before the committee on April 11, ““The amendment is designed to equalize the 
tax treatment of income derived from abroad in the form of dividends from a 
foreign subsidiary with that accorded income derived from direct operations 
abroad of a branch of a domestic corporation.”’ 

Assuming that attainment of this Treasury objective is desirable, and we 
observe that the desirability of attaining this goal may be debatable, the present 
Treasury proposal will hardly meet that objective. If equality of tax treatment 
is the goal, it would seem desirable to afford foreign subsidiaries the benefits as 
well as the burdens of the present tax treatment of foreign branch earnings. For 
example, there is no present indication that the Treasury is prepared to recom- 
mend that American corporate taxpayers be allowed loss deductions or deduc- 
tions for depreciation or percentage depletion with respect to foreign subsidiary 
gross income. 

We do not argue here nor have we in the past that the matter of the business 
form from which income is derived should necesserily be controlling in determin- 
ing the general tax consequences of foreign source earnings. We do, however, as 
indicated in this statement, have distinct reservations with respect to the approach 
adopted in the proposed legislation. 


THE TAX TREATY DIFFICULTY 


Let’s turn for a moment to the consequences of this proposal’s adoption on 
our diplomatic and commercial relations with foreign governments. 

As indicated by a number of witnesses, enactment of the “‘gross up’’ proposal 
might create serious difficulties with respect to a number of existing foreign tax 
conventions to which this country is a party. Although it may not be absolutely 
clear that the proposal would violate U.S. treaty obligations, there are serious 
doubts as to whether any gross-up requirement could be applied, consonant with 
existing tax conventions, to foreign source earnings derived from the operation 
of corporate subsidiaries in Belgium, South Africa, and a number of other coun- 
tries. Further, the Treasury representatives, both in their direct testimony and 
in response to questions from members of the committee, offered little assurance 
that these treaties would not constitute a serious impediment to the effective 
operation of a gross-up provision. 

Until the Treasury is ready to furnish more definite answers on this aspect of 
the gross-up problem, we submit that it would be premature to adopt any such 
proposal. 


PIECEMEAL AMENDMENT FOR FOREIGN TAX CREDIT PROVISIONS UNWISE 


The House recently passed H.R. 10087, which would permit a taxpayer to 
elect, under certain circumstances, to apply an overall foreign source income 
limitation rather than the per-country limitation in computing his foreign tax 
credit. Enaectment of H.R. 10087, as we have testified before this committee, 
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would be desirable. We feel, however, that it is a mistake to deal separately 
with different segments of the foreign tax credit problem. For examnle, this 
committee has pending before it H.R. 4020, which deals with foreign exchange 
difficulties affecting the computation of the credit, and H.R. 11680 and H.R. 
11681, which would lower ownership percentage recuirements with respect to 
foreign subsidiaries for the purpose of credit eligibility. 

Moreover, this committee has received testimony on a number of occasions 
that the definition of foreign taxes which are creditable against U.S. taxes remains 
too narrow in spite of the adoptien of the ‘‘in lieu’’ provision, section 902, in the 
Internal Revenue Code of 1954. It will be recalled in this connection that 
liberalization of the ‘‘in lieu”’ provisions of the credit was one of the recommenda- 
tions of the special report, “Expanding Private Investment for Free World 
Economic Growth,’ which was prepared at the request of the Department of 
State by Ralph I. Straus. 

In brief, we are dealing here with only a s~all piece of the foreign t 


tux credit 
problem. The committee should address itself, in our view, to the whole package, 


EFFECT OF THE PROPOSAL ON INVESTMENT IN UNDERDEVELOPED COUNTRIES 

One of the prime objectives of American foreign econo ric policy is to encourage 
American private investment in the underdeveloped countries of the world 

We note that Mr. Glasmann’s testimony reflects continued recognition of this 
objective and its relevance to consideration of the proposal now before the com- 
mittee. 

We are not prepared to document fully the proposition that enactment of the 
present proposal will substantially deter investment in the underdeveloned 
countries of the world. We do feel the subject deserves careful study. Mr. 
Glasmann has referred to the table of effective foreign rates on corporate sub- 
sidiaries contained on page 43 of the Straus report, but he concedes that this table 
at the present time is both inco™plete and out of date and he has assured the 
committee that the Tressury will endeavor to gather further information. It 
appears from the table cited by Mr. Glasmann that enactment of the proposal 
may have a substantial effect on the total effective tax rate on dividends received 
by Arerican corporate taxpayers from subsidiaries located in underdeveloped 
countries. Certainly, further information should be gathered respecting the 
effect of the gross-up proposal before any affirmative congressional action would 
appear appropriate. 

‘e recognize that certain tax authorities hold the view that a lowering of the 
present tax rate on foreitn source income would heve little incentive effect on 
increasing American private investment abroad. Assumine the validity of this 
proposition for the sake of argument, it does not necessarily follow thet the reverse 
is true—that an increase in the existing tax rate on foreign subsidiary earnings 
would have little adverse effect on the level of American foreign investment. It 
see™s to us probable, from the psvchologics] point of view, that an increase in an 
existing rate of taxation on foreien source inco'ne will have a definite depressing 
effect on the level of private foreign invest’rent. 

Gross-up proposal negates. present administration tar-sparing recommendations.— 
One of the basic administration recommendations for increasing American private 
foreign invest’ent in the underdeveloped countries has been the negotiation of 
tax conventions with such countries, which include provision for tax sparing. 
Under the theorv of tax sparing a U.S. firm in computing its U.S. taxes would be 
permitted to claim a foreign tax credit for taxes waived by a foreign government. 
Hence, tax sparing is designed to recognize and avoid nullifyine the effect of 
efforts of foreign governments to attract outside capital investment by 
inducements. 

Clearly, it is implicit in tax sparing that a foreign tax rate concession to attract 
American investment should not be nullified by operation of the American foreign 
tax credit. 

Adoption of the gross-up proposal will make it impossible for an underdeveloped 
country, by lowering its tax rate, to offer an effective tax rate concession in an 
attempt to attract American private investment. To this extent, the gross-up 
proposal contradicts and is inconsistent with the tax-sparing proposals currently 
under consideration with a number of underdeveloped countries. 

We have given considerable reflection to the Treasury statenent of justification 
for this proposal. On the basis of evidence and arguments advanced thus far we 
recommend that the pending bills not be adopted. 

Respectfully, 


{ax 


CHARLES W. Srewart, President. 
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AMERICAN Raprator & STANDARD SANITARY Corp., 
New York, N.Y., April 4, 1960. 
Hon. Witspur D. Mitts, 
Chairman, Committee on Ways and Means, 
House of Representatives, Washington, D.C. 


Dear Sir: | am writing to you to express my views on two bills which are 
pending before your committee: H.R. 10859 and H.R. 10860. As I understand 
them, these bills would amend section 902 of the Internal Revenue Code to 
provide for the ‘grossing up’’ of dividends received by a domestic corporation 
from an eligible foreign subsidiary in computing the amount of foreign income 
taxes which the domestic corporation is deemed to have paid. I understand that 
the purpose of this amendment would be to make sure that the effective rate of 
income tax paid by the domestic corporation on the dividends received from its 
foreign subsidiary cannot be less than 52 percent. Under present law the com- 
bined foreign and domestic effective rate can be as low as 45.24 percent if the 
foreign country’s effective tax rate is 26 percent. 

I was among those who followed with interest the progress of H.R. 5, the Boggs 
bill, and who supported it. I was keenly disappointed when it was recently 
shelved. You will recall that a seetion providing for the grossing up of divide nds 
received from foreign subsidiaries was added to the Boggs bill at one point, 
although it ran counter to its purpose, only to be stricken later. I think the 
enactment of a bill providing for the grossing up of dividends from foreign sub- 
sidiaries, while the Boggs bill itself has been put aside, would make a mockery out 
of the announced objective of the State and Treasury Departments to enact tax 
legislation ye an incentive to American investment in underdeveloped 
countries. Clearly, the enactment of H.R. 10859 or H.R. 10860 would represent 
an important step backward insofar as the creation of such incentives is concerned. 

The provision requiring the grossing up of dividends in connection with the 
deemed paid credit would have the greatest practical impact with respect to foreign 
subsidiaries operating in countries whose effective rate of income tax is between 
20 and 30 percent. These are the very countries whose economies tend to be 
underdeveloped and which would benefit most from direct American investment. 
Enactment of the proposed amendment would, therefore, greatly discourage Amer- 
ican investment in the very areas which both the State and Treasury Departments 
have singled out as the most deserving beneficiaries of remedial tax legislation. 

At the same time, it has become apparent that the underde ae countries 
are in no mood to sit by and wait for the passage of incentive tax legislation by 
our Congress. If American corporations, through the absence of incentives or, 
as would be the case if H.R. 10859 or H.R. 10860 were enacted, the existence of 
positive obstacles to direet investment cannot fill the gap, they must and will turn 
to corporations of other capital-exporting countries which take a more farsighted 
view in this respect. They, and not American corporations, will then furnish the 
capital necessary to help the underdeveloped countries on the road to economic 
autonomy, and their home countries and not the United States will reap the obvi- 
ous economic and political advantages of such joint investment. 

The provision concerning the credit for taxes deemed paid which the proposed 
legislation would amend has been in the law in substantially identical form since 
1921. It is one of the cornerstones of the foreign tax credit on which the business 
and industrial community has for generations relied in establishing and conducting 
its operations abroad. Section 131, the foreign tax credit provision under the 
Internal Revenue Code of 1939, has been written into numerous income tax con- 
ventions with foreign countries. In fact, it is not too much to say that the treaty 
provisions dealing with the foreign tax credit, of which the credit for foreign taxes 
deemed paid is an integral part, has been the keystone in the building of this 
country’s network of income tax treaties. In light of these facts, the validity of 
the proposed amendment seems to me to be at least doubtful. 

I urge you and your colleagues on the Committee on Ways and Means to defeat 
H.R. 10859 and H.R. 10860. 

Respectfully, 
JoserH A. GRAZIER. 
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AmMPEX Corp., 
Redwood City, Calif., April 11, 1960 
Hon. Wiisur D. MILs, 
Chairman, Ways and Means Committee, 
House Office Building, Washington, D.C. 

Srr: This is a letter in opposition to H.R. 10859 presently being considered by 
the Ways and Means Committee. This bill would have the effect, for purpose of 
computing the foreign tax credits, of including the foreign taxes as a part of divi- 
dends paid by foreign subsidiaries to domestic parents. Thus, income of the 
parent corporations would be increased substantially more than the amount of 
dividends actually received. There are several reasons why the passage of this 
bill would have an inequitable result and would work against the objectives of the 
Government with respect to foreign trade and commerce. 

The present method of treating foreign taxes is realistic because the total tax 
on actual dividends received cannot be less than the full U.S. tax on such dividends. 
The U.S. tax plus the foreign tax allocable to the dividends results in a total of 52 
percent. Apparently the basis for proposing a change in this system lies in the 
fact that identical treatment is not given to foreign subsidiaries and foreign 
branches of domestic companies. This is not a valid reason for changing the 
present system, however, inasmuch as the proposed change relates only to a single 
aspect of the total tax treatment. There also are tax factors more favorable to 
branch operations, and these are not taken into account in the proposed amend- 
ment. When the tax treatments with respect to branches and subsidiaries are 
considered in their entirety, the overall effects may be more favorable to a given 
form of organization in some cases and less so in others. 

In the long period during which the present method of computing the foreign 
tax credit in such instances has been in effect, the basic soundness has been con- 
sidered and approved in court decisions. The Supreme Court of the United States 
has expressed its approval. Moreover, the tax conventions between the United 
States and many foreign countries were made with reference to the present method 
of computing the foreign tax credit. It is entirely possible that a departure from 
that method would be regarded by the foreign parties to such conventions as 
violative of their provisions. 
® The basic purpose of Congress, and of the present and former administrations, 
has been to encourage foreign trade and commerce through an equitable develop- 
ment of the foreign tax credit concept. The effect of the bill would be to retard 
and discourage this vital area of the Nation’s activity. If the desire of Congress 
is to equalize the tax treatment of branch and foreign subsidiary operations, it 
would be much more feasible to do so by providing an election for branch opera- 
tions to have treatment similar to that now accorded subsidiary operations. 

It is respectfully submitted that these major considerations—equitable treat- 
ment of taxpayers, the interests of U.S. commerce, and our treaty status with 
foreign nations—lead to the conclusion that H.R. 10859 should not be enacted 
into law. 

Very truly yours, 
Hovustin SHockey, Tax Counsel. 


AUTOMOBILE MANUFACTURERS ASSOCIATION, INC., 
Washington, D.C., April 11, 1960. 
Hon. Wiipur D. MILts, 
Chairman, Committee on Ways and Means, 
House of Representatives, Washington, D.C. 


Dear Mr. CHaAriRMAN: This statement is being submitted in connection with 
the hearings being conducted by your committee on H.R. 10859 and H.R. 10860, 
concerning the so-called gross-up of foreign tax credit on dividends received by 
domestic corporations from a foreign subsidiary. 

The Automobile Manufacturers Association urges that no change be made in 
the method of computing foreign tax credit on dividends received by a U.S. corpo- 
ration from a foregin subsidiary. The principles upon which the present law is 
based have been firmly established and relied upon as a part of our tax law for 
over 40 years. Corporations have during this period established existing foreign 
subsidiaries with the knowledge that the U.S. tax on income from such sub- 
sidiaries would be offset by a credit, computed in the manner used for many years. 

The change would result in increasing the U.S. taxes of many corporations on 
income from overseas subsidiaries. To increase at this time the tax burden im- 
posed upon a U.S. corporation investing abroad, as is proposed, would be con- 
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trary to the expressed policy of this administration that American private enter- 
rise should be actively encouraged to invest in foreign areas of the world; it would 
in fact, discourage such investment. 
Sincerely yours, 
Haran V. Hap.ey, 
Secretary, Taxation Committee. 


Tue Borpen Co., 
New York, N.Y., March 10, 1960. 
Hon. Witsur D. MILs, 
Chairman, Committee on Ways and Means, 
House of Representatives, Washington, D.C. 


Dear Mr. CuarrMan: I have been following with great interest the progress 
that has been made by the Foreign Investment Incentive Act, H.R. 5, and I 
note with satisfaction that the theory that greater incentive for foreign investment 
is desirable and is being widely embraced. In my opinion, the acceptance of this 
concept is certainly in the best interests of our country for both economic and 
political reasons. 

Because of my belief that the promotion of foreign investment is to be encour- 
aged, I am firmly opposed to the so-called grossing-up concept embodied in H.R. 
10859 and H.R. 10860. The enactment of this type of legislation would be con- 
trary to the principles motivating H.R. 5. For valid business reasons many 
corporations presently operating abroad through foreign subsidiaries may wish to 
continue to use that method of operation instead of using the foreign business 
corporation. To require that dividend receipts from foreign subsidiaries be 
recorded gross would increase the tax burden on U.S. corporations presently 
operating in this manner. Such a result will obviously deter further foreign in- 
vestment in those instances. 

It is my understanding that the Treasury Department favors the proposed 
change because of the added immediate revenue that will thus be realized. It 
is very possible that the short-term revenue gains will be more than offset by future 
losses of revenues if foreign expansion is curtailed as a result of the proposed legis- 
lation. Furthermore, I do not believe the immediate revenue gains justify en- 
acting legislation that will have the result of curtailing foreign investment which 
is desirable as a matter of national policy. 

For these reasons I respectfully suggest that favorable action should not be 
taken on H.R. 10859 and H.R. 10860 at this time. I trust that the same good 
logic which favors the passage of H.R. 5 will defeat the two above-mentioned 
bills. 

Very truly yours, 
E. S. PatTreEnce, General Controller. 


Cara, INc., 
Minneapolis, Minn., April 8, 1969. 
Re H.R. 10859 and 10860. 
Hon. WitBur D. MIL1s, 
Chairman, Committee on Ways and Means, 
House of Representatives, Washington, D.C. 

Dear Mr. CuarrMan: Cargill, Inc. respectfully submits its views concerning 
the legislation which you are presently contemplating. 

This legislation, which we understand has been sponsored by the Treasury 
Department in its continuing search for needed revenues, has been offered as a 
remedy to an alleged inequity between the tax treatment of foreign branches and 
foreign subsidiaries of American companies. 

It is our understanding that other, and able, representatives of the foreign 
commerce community are bringing to your attention the questionable nature of 
the assertion as to inequity. For that reason, and in view of the fact that the 
proposed legislation would not have an immediate effect upon our actual opera- 
tions, we will limit ourselves to pointing out what we consider cannot be empha- 
sized too frequently. 

Legislation which affects our foreign commerce has always been critical to the 
economic health of the Nation. The current controversy over the balance of 
payments situation, foreign aid, and foreign investment, both direct and otherwise, 
points up the need for careful analysis of the many effects which legislation of this 
type may have. From this it seems to us that two points follow quite readily: 
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First, tax legislation which affects foreign commerce cannot be compartmental- 
ized with the thought that former legislative oversight can be corrected piecemeal. 
No matter what is said now about the intended effect of section 902(c), it must 
be apparent to everyone that the foreign trade and investment community hag 
relied upon its presently accepted interpretation since the adoption of that section, 
Therefore, a change now based solely upon the reasons submitted by the Tre: asury 
would in itself create an inequity. If the committee believes an ine quity exists 
we urge that the committee consider the recommendation of the President’s Com. 
mittee chaired by Mr. Harold Boesche = The report of this Committee, 
submitted January 22, 1959, contains, at page 15, the recommendation that foreign 
branches which maintain separate accounts be permitted to elect to be taxed as 
separate corporations. Although the Committee’s recommendation was made 
in the context of a more sweeping tax reform similar to that contained in the 
original draft of H.R. 5, it points up the fact that equity dictates a liberalization 
of taxes on U.S. foreign branches rather than the imposition of greater taxes on 
dividends from foreign subsidiaries. It is also exemplary of those recommenda- 
tions which have been made as the result of disinterested studies of taxation of 
foreign source income. We are sure your committee is fully aware of 
studies. 

Second, the position now being taken by the Treasury seems inconsistent with 
that being taken by both the Commerce and State Departments under the diree- 
tion of the President. These Departments, consistent with the President’s long- 
standing view that expansion of American foreign investment is necessary to the 
vigor of the free world and the position of the United States as a competitor in 
the growing free market, are doing everything within their means to foster such 
investments. The legislation now proposed by the Treasury must necessarily 
tend to defeat this purpose, if it, in fact, will result (as the Treasury contends it 
will) in an increase in taxes on dividends from foreign subsidiaries. 

It must be clear to all who consider it seriously that any investment outside 
the United States contains an element of risk for an American investor which is 
not inherent in a domestic investment. Although much has been done to proteet 
\merican investors from political instability of foreign countries by way of insur- 
ing them against expropriation and inconvertibilitvy, no protection is offered 
against the loss of profits, or indeed of the original investment, as the result of 
political instability short of expropriation. It is doubtful that such protection 
ean be offered. Further, we all should realize that in the present treemarket 
Americans must compete with highly competent foreign businessmen. By in- 
creasing taxes, and therefore reducing profit margins, this legislation cannot help 
but discourage foreign investments. 

Sincerely, 


these 


H. Terry Morrison, 
Vice Chairman of the Board. 


STATEMENT OF CELANESE Corp. OF AMERICA BY LAWRENCE 8S. APSEY, GENERAL 
ATTORNEY, CELANESE Corp. oF AMERICA, APRIL 4, 1960 


Celanese Corp. of America, on behalf of which this statement is made by 
Lawrence 8S. Apsey, its general attorney, is engaged in the manufacture and sale 
of fibers, chemicals, and plastics. Net sales for 1959 totaled over $265 million. 
It has more than 13,000 employees in the United States and operates 17 plants 
and 3 laboratories in this country. Abroad, its subsidiary and affiliate com- 
panies are engaged in manufacturing operations in 6 countries, with 19 plants 
employing more than 8,700 workers. This rather impressive stake in foreign 
business is some indication of our concern regarding H.R. 10859 and H.R. 10860. 

We are opposed to these bills which, if passed, would deprive corporations 
having foreign subsidiaries of from 8 to 20 percent of the tax credit thev have 
been receiving on foreign investments for some 40 years. 

When the present formula for foreign tax credit against the U.S. tax on divi- 
dends from foreign subsidiaries was provided for many years ago, Congress gave 
a certain measure of encouragement to foreign investment which the above bills 
are proposing to take away. This is quite contrary to the apparent motives of 
this committee in reporting favorably H.R. 5, because the latter was designed 
to give further encouragement to foreign investment than is available under the 
present law. 

In our opinion, the total effect of the proposed bills, coupled with the grossing-up 
provisions which have been inserted in H.R. 5, is to discourage foreign invest- 
ment more than if H.R. 5 were not enacted at all. 
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It is contended that a purpose of the bills is to put operations through foreign 
subsidiaries on the same tax basis as those through branches of domestic corpora- 
tions. We believe that relatively little foreign investment is made through 
pranches, not because of this tax provision, but because it is almost always 
desirable, for legal, tax, and commercial reasons, to invest in foreign countries 
through a locally incorporated company. This improves the relationships with 
jocal officials, local coinvestors, and customers. If uniformity is desired, it 
would be much better to give branch operations the same tax advantages as 
now available to foreign subsidiaries than vice versa. Such a move would com- 
port with the policy of trying to substitute private investment for foreign aid, 
instead of running counter to this vital policy in the competition with Com- 
munist countries. 

The above policy argument is deemed to be the overriding consideration against 
the enactment of H.R. 10859 and H.R. 10860. There are many other arguments 
which will be advanced by the National Foreign Trade Council, of which we 
are a member. We endorse those arguments and support the position of the 
council in opposition to the bills. 


EastMaN Kopak Co., 
Rochester, N.Y., April 11, 1960. 
Re H.R. 10859, 10860. 
Hon. WiiBpurR D. Miuts, 
Chairman, Committee on Ways and Means, 
House of Representatives, Washington, D.C. 


Deak Mr. Miuus: On behalf of Eastman Kodak Co. I wish to urge disapproval 
by vour committee of H.R. 10859 and H.R. 10860 relating to the “grossing up” 
of dividends received from a foreign corporation. I sincerely believe that passage 
of this legislation would be most inequitable to a large number of U.S. taxpayers 
and contrary to the long-range best interest of the U.S. economy. Certainly 
the proposal is a reversal of longstanding provisions of law relating to the de- 
termination of credit for taxes deemed to have been paid with respect to dividends 
received from foreign companies. It conflicts with provisions of treaties between 
the United States and foreign countries and also conflicts with recommendations 
for liberalization of tax treatment of foreign-source income. 

The justification given for this proposal is that it would correct a presumed 
simultaneous allowance of both a deduction and a credit for foreign income taxes 
paid with respect to foreign dividend income. lowever, this is not correct, since 
the U.S. corporation ineludes in its income the entire amount of dividends re- 
ceived from its foreign subsidiary, and receives credit for only the foreign tax 
paid with respect to such dividends. Thus, there is no overlapping or duplication 
in the statutory credit for tax system which has been in effect for a long period of 
time 

The present tax treatment of dividends from foreign subsidiaries is a part 
of the tax system under which U.S. companies have built up their foreign 
investments over the past 38 years. It seers ill-advised and inecuitable to pass 
ameasure which would penalize the use of existing foreign subsidiaries as well as 
the. forination of new subsidiaries, particularly at a time when our national policy 
is to encourage investment in underdeveloped countries and when the administra- 
tion is urging measures that will encourage the development of more exports from 
the United States. It seems unfair to American business and, in the long run, 
against the best interests of the Aierican people to make such a change in the 
taxing formula which has worked so ecuitably for a great Many. years. 

The proposed change would apparently conflict with the provisions of many of 
the tax treaties between the United States and foreign governments. Most of 
these trenties include a provision that credit for foreign taxes imsposed upon in- 
come earned within the respective countries will be allowed based upon the income 
tax laws in effect at the time of ratification of such treaties. 

In view of the inequities of the proposed bills and the effect upon the expansion 
of U.S. business abroad as set forth above, I respectfully urge that your eommit- 
tee disapprove these bills. I shall appreciate it if this statement of my opinion 
may be placed in the official records of the hearings of your committee in this 
matter. 

Yours very truly, 
k. P. Curis, Vice President 
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INTERNATIONAL GENERAL Evectric Co., 
New York, N.Y., April 12, 1960, 

Hon. Witsur D. MILLs, 

Chairman, Committee on Ways and Means, 

House of Representatives, Washington, D.C. 


Dear Mr. Mitus: Companion bills H.R. 10859 and H.R. 10860 have beep 
introduced in the present session of Congress which, if enacted into law, would 
require the “grossing up’’ of dividends received from foreign corporations jn 
amounts equal to the foreign income taxes deemed paid with respect to the diyj- 
dends received and claimed as foreign tax credits under applicable provisions of 
the Internal Revenue Code. We should like to record our opposition to passage 
of this proposed legislation. 

We believe that these amendments have been proposed because arithmetical 
computations indicate an apparent advantage in operating abroad through foreign 
subsidiary corporations as compared with direct branch operations and because 
it is believed that the changes proposed would equalize the tax treatment of in- 
come derived from foreign sources by a domestic corporation, regardless of the 
organizational structure employed in carrying on such operations. This theory 
however, disregards the variations which exist in both foreign and U.S. tax laws 
which affect and determine the taxability of income derived through alternative 
forms of organization. Such factors would include, among others, differences in 
foreign tax rate structures applicable to the corporate as distinguished from the 
branch form of organization (as, for example, in Germany), variations in allowable 
deductions from gross income, such as depreciation and depletion allowances, the 
taxation or exemption from taxation of capital gains, and the timing of income 
and deduction items such as unrealized profits in inventories, net operating losses 
and the like. 

Because of these and other factors which vary with the organizational strue- 
ture actually employed in carrying on foreign operations, and which would cause 
the taxable income of a subsidiary and a branch to be different, we do not believe 
it possible to equate the tax results of a given existing situation with a hypo- 
thetical situation by disregarding, for purposes solely of determining the Federal 
tax payable on foreign source dividend income, the separateness of two individual 
tax entities. On balance we believe that the present basis for taxing foreign 
dividend income, which has been in effeet for several decades and on the basis of 
which foreign business relationships have been established, is the most equitable 
since the total income taxes paid on or with respect to such foreign source dividend 
income always equal or exceed the Federal tax which would be payable on an 
equivalent amount of income derived from domestic sources, depending upon 
whether the applicable effective foreign tax rate was less or greater than the 
effective U.S. tax rate. 

We also feel that any proposal to change the long-standing rules with respect to 
taxing foreign source dividend income so as to increase the incidence of Federal 
taxation thereon is untimely and inconsistent with the desirability of increasing 
the participation of American business in assisting foreign countries to develop 
economic stability and that the changes could, if enacted into law, have unde- 
sirable and unanticipated effects on foreign business relations. 

Very truly yours, 
GeorceE S. Evevern. 





GENERAL Pusuiic Urtiuities Corp., 
New York, N.Y., April 11, 1960. 

Hon. Wiisur D. MILs, 

Chairman, Committee on Ways and Means, 

House of Representatives, Washington, D.C. 


My Dear Mr. Mitts: This letter is directed to H.R. 10859 which, if adopted, 
will aggravate an already serious situation in the area of private U.S. investment 
in foreign electric power enterprises. As matters now stand a U.S. corporation 
with domestic electric power subsidiaries cannot possibly earn a net return (after 
taxes) from an investment in a foreign electric power enterprise equal to the 
return which can be earned on a similar investment in its domestic electric power 
subsidiary. H.R. 10859 makes the disparity even greater. 

The attached memorandum covers this matter and makes a suggestion for 
partially curing the situation. 

incerely yours, 
A.F. TEGEN, President. 

Enclosure. 
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STATEMENT CONCERNING H.R. 10859 


This memorandum is submitted by General Public Utilities Corp., a registered 
public utility holding company owning all the common stocks of four electric 
ower companies operating in the United States and a fifth operating in the 
hilippine Islands. The foreign subsidiary is incorporated in the Philippines 
and hence its income is not subject to U.S. income tax, but the dividends received 
by this company are subject both to a 30-percent Philippine Islands income tax, 
through a withholding method, and the U.S. income tax. The Philippine taxes 
are available as a credit against U.S. income taxes, as are any underlying taxes of 
the subsidiary which qualify under section 902(a) of the Internal Revenue Code. 

Dividend remittances of the Philippine Islands subsidiary to this company 
are also subject to burdensome licensing provisions and to a 25-percent foreign 
exchange margin fee. The official rate of exchange is 2 pesos for each dollar, 
put, in point of fact, a major portion of the dividends paid by the subsidiary 
during the past year could be converted into dollars only by engaging in gold 
transactions through the Philippine Islands Exchange Control Board, at a rate of 
approximately 4 pesos to the dollar (the 25-percent margin fee is not applicable 
to gold conversions). 

The following illustration, the receipt by the parent company of P200 in 
dividends, shows the effect of Philippine and American taxes and the 25-percent 
margin fee on a licensed conversion of dollars into pesos on a 2 to 1 basis. 





Dividend by foreign subsidiary_--.........--..-.---- ive wt en a 
ee (Nk SD MGR08 16 Gh) «a. deviscs ck se awes aes ‘ a eS 
Philippine Islands taxes: 
Income bauuauas 5 ales hoe sleet dal iad Reade ie 30 
Margin fee___-_-- a Vite Sench od} its ies toes ee 14 
Total ‘ Srey : aoe 44 
Balance Besta a 56 
U.S. income taxes: 
Gross ($100— 14 x 54 percent) __-_.-._------ A la ig a ae 46 
Less foreign tax credit: 
Income tax Sis cae as ee 
Credit under section 902 for taxes paid by subsidiary a 1 
— 31 
Balance _ _ -_ - : a icabaaiet aheiwa et dee, a ee eee 15 
Net dollars alter U.S tagets 3... cok ek deseo eee 141 


1 For purposes of the illustration, the pesos have been deemed to have been received from a territory in 
which the subsidiary is subject to the Philippine Islands income tax. However, a substantial amount of 
the income earned by the subsidiary is subject to a Philippine Islands franchise tax of 5 percent of gross 
revenues which is in lieu of income and other taxes. If the tax on gross revenues paid by the subsidiary 
qualifies in full under section 902(a), dividends payable out of income thus taxed would be subject to a 
credit for taxes paid under sec. 902(a) of an estimated $12 per 200.pesos.of dividends instead of $1, with the 
result that the net dollars after taxes would amount to $52, instead of $41. 


If the pesos were converted into dollars through gold transactions, the net dollars 
after taxes for each 200 would be even further reduced to $24. 

By way of contrast, every dollar of dividends received by the parent company 
from its domestic subsidiaries is received free of all further Federal taxes. A con- 
solidated return is filed by GPU and its subsidiaries and, of course, the underlying 
Federal income tax paid by the domestic subsidiaries has already been taken into 
account before the dividends are declared. In point of fact, the aggregate effects 
of foreign taxes and the foreign exchange margin fee on the subsidiary (or of gold 
conversion losses) and the American taxes on dividends received by the parent 
company reduces the net dollars available after taxes to the parent company to 
so low a level as to constitute a substantial deterrent to investments abroad by 
American companies. Thus, at the present time in this country a U.S. corpora- 
tion making investments in its domestic subsidiary engaged in the electric power 
business may expect to receive a return in dividends of 8 percent on its investment; 
and, in the case of a wholly owned subsidiary, without Federal tax on the dividends. 
To produce a similar net return of 8 percent on a dollar invested by GPU would, 
in the case of investment in the Philippine deland subsidiary, require.a 20-percent 
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return in the case of licensed, nongold conversions of pesos into dollars and a 35. 
percent return where gold purchases are resorted to. This is shown in the case of 
a nongold transaction in the following example: 


United States Philippine 


subsidiary Islands 

subsidiary 

Investment S : ee $1. 00 $1.0 
Dividend _. cue aoe . O8 » 
Philippine Islands taxes 5: 
Income_. . . i : None 6 
Margin fee - a % E None 08 
Total_. or inant aieininiieies sralitancanmided hes cat : None . O88 
Balance OS I 

U.S. income taxes: ; 
Gross_.._-- : Seah asia ele : aE 7 None . 093 
Foreign tax credit : ; 2 None 060 
Credit under sec. 902 for taxes paid by subsidiary --- --- vin None . 001 
Balance __ sine amen tacwaad . O81 
Net None 082 

Net return . 08 8 


The matter may also be put in terms of the amount of the dollar investment 
in a United States, as distinguished from a Philippine Islands, subsidiary required 
to produce a $1 return after taxes and fees. The results are as follows in a 
regular nongold conversion: 


United States| Philippine 


subsidiary Islands 
| subsidiary 
i — senate si i } walle 
} 
Investment___. , ; i | $12. 50 $30. 65 
Return of 8 percent accion | 1,00 | 2. 45 
| - = = 
Philippine Islands taxes 
Income. _ None 74 
Margin fee a . ie a P None a 
Total _- ; ; ; ‘ None 1.8 
Balance : . ‘ 1.00 1. 37 
U.S. income taxes 
eS ; ie ‘ oe pie | None 1.14 
Foreign tax credit _- : : eae None . 74 
Credit under sec. 902 for taxes paid by subsidiary---.--.--- None . 8 
Balance ; | ~- 
I Scns ited emia dainion piaantussa ue ibuen <o chases ckeiapupeaniuaiel predinlins None 37 
Net return ‘ : ; 1. 00 1. 00 


To the extent that pesos can be converted into dollars only through the gold 
purchase route, the amount required to be invested in the Philippine Islands sub- 
sidiary in order to produce the $1 return net of all taxes which a $12.50 investment 
in a domestic subsidiary would throw off would increase to $53.19. 

The effect of the adoption of H.R. 10859 would be to increase the disparity 
between the return on domestic investments and foreign investments. The 
grossing-up provision would produce additional tax to an American corporation 
making investments abroad in its subsidiaries by about 52 percent of the taxes 
allowed as a credit under section 902(a) where separate returns are filed, and to 
about 54 percent where a consolidated return is filed. The direction of tax 
legislation with respect to American companies doing business abroad through 
subsidiaries should be to reduce the tax costs of doing business abroad, not to 
increase them. We should also like to point out that it is our view that the 
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trend of American business in the future will be to provide for participation in 
foreign ventures largely through incorporation in the country where the foreign 
investment is made. 

Consequently, we believe that instead of enacting H.R. 10859, Congress should 
move in another direction. We respectfully suggest that foreign exchange fees 
such as that imposed by the Philippine Islands, which are payable to a foreign 
government or to any agency of the government with respect to the conversion of 
taxable income from sources within the country to the currency, or amounts 
payable in the currency of the United States should be subject to the foreign tax 
credit. For economic purposes and in terms of the impact on American invest- 
ments abroad, such foreign exchange fees have precisely the same effect and indeed 
are utilized by governments to achieve the same result as taxes on income derived 
from the country or on dividends paid by a corporation doing business in the 
country. A draft of the language of the suggested proposal is attached. We 
believe that the rejection of H.R. 10859 and the adoption of the proposal here 
enclosed would further the American policy with respect to foreign investments by 
American corporations. 


ProposED AMENDMENTS TO THE INTERNAL REVENUE CopE DesiGNep To ALLOW 
ForerGn Tax Crepit For FEEs IMpostp ON CONVERSION OF FOREIGN INCOME 
INTO DOLLARS 


1, Amend section 901 of the code to insert a new subsection 901(d) as follows, 
renumbering the existing subsection 901(d) to 901(e): 

“Sec. 901(d). FEES OR CHARGES INCLUDED.—For purposes of this 
subpart the term “income, war profits, and excess profits taxes’’ shal] include any 
fees or charges imposed by and paid to any foreign country or any agency thereof 
with respect to the conversion of taxpayer’s taxable income from sources within 
such country for the taxable year of such conversion or for any prior taxable year 
from the currency or amounts payable in the currency of such country to the 
currency or amounts payable in the currency of the United States.” 

Sec. 901(e): Present section 901(d) renumbered. 

2. Amend section 903 of the code as follows: 

“Sec. 908. CREDIT FOR TAXES IN LIEU OF INCOME, ETC., TAXES. 
For purposes of this subpart and of Section 164(b), the term ‘income, war profits, 
and excess profits taxes’ shall include: 

““(a) A tax paid in lieu of a tax on income, war profits, or excess profits 
generally imposed by any foreign country or by any possession of the United 
States, and 

‘“‘(b) Any tax imposed by and paid to any foreign country with respect to 
the conversion of taxpayer’s taxable income from sources within such country 
for the taxable year of such conversion or for any prior taxable vear from the 
currency or amounts payable in the currency of such country to the currency 
or amounts payable in the currency of the United States.’’ 

3. Amend section 162 of the code to insert a new subsection 162(d) as follows, 
renumbering the existing subsection 162(d) to 162(e): 

“Sec. 162(d). DEDUCTION DENIED IN CASE OF CERTAIN FEES OR 
CHARGES.—No deduction shall be allowed for any fee or charge with respect to 
which the taxpayer chooses to take to any extent the benefits of Section 901.” 

Sec. 162(e): Present section 162(d) renumbered. 





Boston, Mass., April 7, 1960. 
Hon. Wiupur D. Mus, 
Chairman, House Ways and Means Committee, 
U.S. House of Representatives, Washington, D.C.: 


I wish to record with you as a member of the Committee on Ways and Means 
our opposition to identical bills H.R. 10859 and 10860. Proponents of these bills 
claim the bills would equalize the tax treatment of income derived through 
foreign subsidiaries with income derived through foreign branches by requiring 
as a condition of the allowance of a credit for foreign taxes paid that the taxes 
“deemed paid” on any dividend received by a domestic corporate taxpayer from 
a foreign subsidiary be treated as additional dividend income. May I respectfully 
urge upon you the thought that contrary to the beliefs of the proponents of these 
bills present tax treatment of income derived through foreign subsidiaries as 
compared with income derived through foreign branches is substantially equal 
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when certain tax advantages foreign branches have over foreign subsidiaries 
are taken into consideration. Briefly some of these advantages are: (1) Right to 
reduce domestic income by the losses of foreign branches. (2) In the case of the 
extractive industries right to deductions for percentage depletion and intangible 
drilling cost. (3) In the case of a Western Hemisphere trade corporation the 
right to a 14 percentage point reduction in the rate of tax. (4) In the case of 
“931” corporation the right to exclusion of all gross income from sources outside 
the United States. Every corporation now engaged in foreign operations through 
a foreign subsidiary based its decision at the outset to use that mode of operation 
rather than that of a branch in contemplation of WL of the various tax and other 
advantages and disadvantages inherent in each mode. To change the rules now 
on which the decision is part was made as these bills would do is manifestly unfair 
and would in effect impose a severe penalty on all those U.S. corporations who were 
pioneers in the field of foreign investment while denying them the benefits avail- 
able to newcomers in this field under existing law. Many responsible authorities 
believe that a sound and aggressive program of foreign investment by American 
corporations is an essential part of our national economic policy and should not 
be discouraged by action of this Congress. 


BoonE Gross, President, the Gillette Co. 


New York, N.Y., April 11, 1960, 
Congressman WitBpur D. Mus, 


Chairman, House Ways and Means Committee, 
House Office Building, Washington, D.C.: 


H.R. 10859 would unfairly prejudice long-established methods of doing foreign 
business by making an unwarranted change in consistent legislative policy of 
38 years when national policy is to encourage foreign investment particularly in 
underdeveloped countries and foster increased exports from the United States, 
Therefore, Lone Star Cement Corp. which operates through wholly owned sub- 
sidiaries in four Latin American countries opposes enactment of this legislation and 
supports the statement made by the National Foreign Trade Council. 


LONE Srar CEMENT Corp, 


LYBRAND, Ross Bros. & MONTGOMERY, 
New York, April 11, 1960, 

Re H.R. 10859 and H.R. 10860. 

Hon. Wirsur D. MILs, 

Chairman, Committee on Ways and Means, 

New House Office Building, Washington, D.C. 


Dear Mr. Mitts: Pursuant to the invitation contained in the committee press 
release of March 2, 1960, we respectfully submit the comments herein on the 
above bills relating to the gross up of foreign tax. 

Our firm is engaged in the practice of public accounting with offices in the 
principal cities of the United States and with associated firms in foreign countries. 

The purpose of this letter is to call attention to three points: 

(1) Equalization of tax treatment of foreign branches and foreign subsidiaries 
will not be obtained merely by amending the foreign tax credit provision. 

Foreign branches of U.S. corporations have many advantages under the U.S. 
Internal Revenue Code which are not applicable to dividends from foreign 
subsidiaries. 

(2) The U.S. foreign tax credit, either under present law or under H.R. 10859 
and H.R. 10860, does not equalize the taxation of domestic income and foreign 
income. It is only a step toward such equalization. Greater reliance in foreign 
countries on taxes other than income taxes often leads to a heavier tax burden on 
foreign income than on domestic income. 

(3) The change proposed in H.R. 10859 and H.R. 10860 is likely to bear more 


heavily on income from underdeveloped countries than on income from developed 
countries. 


1. Equalization of tax burden on foreign branches and foreign subsidiaries 

According to a press release dated March 2, 1960, from the Committee on 
Ways and Means, H.R. 10859 and H.R. 10860 are designed “‘to equalize the tax 
treatment of income derived through foreign subsidiaries with the treatment 
accorded to income derived through foreign branches by denying to the former a 
double allowance with respect to foreign taxes paid on such income.” 
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sidiaries | When U.S. corporations conduct their foreign operations through foreign branches 
Right to rather than through foreign subsidiaries, it is likely that they are receiving benefits 


e of the under the Internal Revenue Code which would not be available in a foreign sub- 
tangible sidiary, such as : . ‘ , 
tion the | (a) the special deduction for Western Hemisphere trade corporations, 

sase of (b) the offsetting of foreign losses against domestic profits, 

outside (c) the inclusion of foreign income in consolidated returns, 
through (d) deductions allowed in the extractive industries, and 
eration (e) accelerated depreciation. 
1d other The amendment proposed in H.R. 10859 and H.R. 10860 will not equalize 
les now the tax treatment of foreign subsidiaries and foreign branches. It merely takes 
y unfair | away a small advantage enjoyed in varying degree by some but not all foreign 
ho were | subsidiaries. It leaves untouched the major areas of difference in the U.S. tax 

S avail. treatment of foreign branches and foreign subsidiaries, which is often weighted 

horities heavily in favor of the branches. 

aid a | @. Equalization of tax burden on foreign income and domestic income 
While this thought is not expressly stated in the committee release of March 2, 
eC some Members of Congress may hold the view that foreign income should bear 

+ ee as heavy a tax load as domestic income and that enactment of H.R. 10859 and 

1960 H.R. 10860 is necessary to bring this about, 

a The fact is that the U.S. foreign tax credit often goes nowhere near far enough 
to equalize the tax load on foreign income and domestic income. This is because 
many foreign governments place much less reliance on income taxes than does 

‘ the U.S. Government. For equalization to be achieved, consideration would have 
foreign to be given to such taxes as the taxes on wealth and the turnover taxes which are 


More ; ; 
ley of extremely important in many countries. 
| 


larly in Taxes on wealth.—In Italy, for example, the “corporation tax’’ has two parts, 
States, (1) a tax on excess profits and (2) an annual 0.75 percent tax on the net worth of 
ed sub- the company. ‘The tax on net worth is not allowed as a deduction in computing 
ion and Italian taxes on income and does not qualify for the U.S. foreign tax credit. 

The same characteristics are found in the German lI-percent tax on the net 
‘ORP, | worth of corporations. Furthermore, the ‘‘trade tax’’ imposed on corporations in 


Germany for the benefit of local governments includes both a tax on profits and 
a tax on net worth. 
In Switzerland the federal and cantonal tax laws uniformly provide for taxes on 
960. both the income and the capital of corporations. 

Indirect tares.—Many foreign countries rely very heavily on revenue from 
“turnover taxes’”’ on the transfer of goods. Such taxes bear some resemblance to 
the U.S. manufacturers’ excise tax but are usually far more inclusive and much 
more of a burden on the economy of the countries which impose them. These 
taxes are found in all the Common Market countries. 


© press In France, for example, turnover taxes account for about 35 percent of the 
on the tax revenue of the central government. This is approximately the same per- 
; centage as is provided by income taxes, with the balance of approximately 30 per- 
= the cent coming from other indirect taxes. 

ntries. The U.S. Federal Government derives about 80 percent of its revenue from 
liari | income taxes, as Compared eith 35 percent for the central government in France. 
Care In South American countries, the portion of central government revenues 


eUS derived from income taxes is said to be even lower than in Europe, and frequently 
fre as low as 10 percent of the total. 


Teo Limited effect of foreign tax credit.—With such differences in taxing systems, the 
1 / most that can be said for the U.S. foreign tax credit is that it gives some recognition 
! 0859 | to the fact that income earned by U.S. corporations, through foreign branches or 
oreign foreign subsidiaries, has borne a tax burden in the countries from which it is de- 
ph a rived. Equalization of the burden on domestic and foreign income, by means of 
lenon | the credit, could be achieved only by accident. In many cases, under the present 
foreign tax credit system the total effective tax burden on foreign income will be 
iaae much higher than the comparable burden on domestie income. 

| 8&8 Effect of H.R. 10859 and H.R. 10860 on underdeveloped countries versus developed 

countries 
es The committee release of March 2 states that the “‘gross-up”’ bills were intro- 
oe Ca duced at the request of the Treasury Department. It is understood to be the 
le tax general position of the State, Commerce, and Treasury Departments that tax 
=—_ | relief for foreign operations should be limited to operations in underdeveloped 


countries and should not be available to operations in developed countries. The 
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relative effect of the proposed amendment on the taxation of income from devel. 
ope d countries and underdeveloped countries should therefore be of interest to the 
Committee on Ways and Means. 

Developed countries.—The best examples of “developed” countries, from whieh 
U.S. corporations de rived substantial amounts of dividends, would probably be 
the United Kingdom, France, Germany, Holland, Belgium, and Canada. ‘The 
following table compares the effective combined foreign and U.S. income tax rate 
for these countries, in terms of pretax income in the foreign subsidiary, 
present U.S. tax law and under the proposed amendment: 

(If a United Kingdom corporation, for e a ample, earns $100 before income taxes, 
po pays the maximum dividend to a U.S. parent company, it would pay $51,23 
U.K. tax, and the U.S. parent company ane pay under present law about 35 
cents U.S. tax for a total tax of $51.60. Under the proposed amendment, the 


U.S. tax would be 75 cents, making a total tax of $52:) 


under 


es 


Combined United States 
ind foreign tax rate 


Present Proposed 
law imendment 
United Kingdom (giving effect to increased rate in 1960 budget) 51.6 42.0 
France ; 57.5 57.5 
Germany: Percentage of Gernion subsidiary’s after-tax income paid out in 
lividends 
75 percent . ‘ 53.0 53.0 
A) percent AY. 3 8.3 
Netherlands___ Fs 19.7 52.0 
Belgiun : ' 
Canada. 52 2.5 





1 See below. 


For purposes of the table it is assumed that book income will be the basis for 
tax computations. In some cases where taxable income is below book income due 
to relief given in the foreign tax law, the proposed amendment might increase 
U.S. tax by appropriating for the U.S. Treasury a part of the relief granted by the 
foreign government. Low brackets in the tax structure of both the United States 
and the foreign countries have been disregarded. 

In the countries for which data are given in the table, only on dividends from 
the Netherlands would the proposed amendment make an appreciable increase 
in U.S. tax (2.3 percent of the grossed-up dividend). However, this increase may 
be prevented by the terms of the United States-Netherlands tax treaty, although 
this is by no means clear. : 

Data are not given for Belgium in the table because the complexities of Belgian 
tax law prevent computations which would be generally applicable. For Belgian 
dividends, it is likely that the tax increase under the proposed amendment would 
be as much as, or more than, the increase for dividends from the Netherlands. 
However, as in the case of the Netherlands, the tax treaty with Belgium may 
prevent changes in the credit computation. 

Underdeveloped countries.—If income from the developed countries would not 
bear a significantly heavier burden under the amendment, it becomes a weapon 
aimed primarily against income from the underdeveloped countries. Some of the 
latter have normal rates as high as the developed countries, but the underdeveloped 
countries are more likely to offer “tax-sparing’’ and other relief provisions in their 
eagerness to obtain foreign capital. 

The following table (prepared on the same basis as the previous table for 
developed countries) shows how the amendment could increase the tax on income 
from Brazil, Argentina, and Rhodesia, which would seem to be typical under- 
developed countries: 
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Combined United States 
and foreign tax rate 


Present Proposed 
law | amendment 
| 
Argentina - -- i : ‘ : said die 45.4 52 
Brazil... --- a ; ee Saeienactiaes 45.8 | 52 
Rhodesia ° - . 46. 6 52 





The table shows that the amendment increases the tax rate on income from each 
of the above countries by about 6 percentage points. (Amounts in the first 
column for Argentina and Brazil would be increased for companies subject to 
excess profits taxes; exemptions from such taxes are liberal and the effect would 
be nominal in most cases.) 

Caution.—A multitude of factors can affect the tax calculations which have 
been reflected herein; no assurance can be given that the results in a particular 
ease would always be comparable to the data which have been given. Neverthe- 
jess, there is substantial reason to expect that the amendment proposed by H.R. 
10859-60 will bear most heavily on income from the group of countries which are 
classified as ‘‘underdeveloped,”’ and least heavily on the income from “‘developed 
countries.” 

Very truly yours, 
LYBRAND Ross Bros. & MONTGOMERY. 


MINNEAPOLIS-HONEYWELL REGULATOR Co., 
INTERNATIONAL DIVISION, 
Minneapolis, Minn., April 11, 1960. 


Subject: H.R. 10859 and H.R. 10860; Bills relating to the amount includible in 
gross income by domestic corporations receiving dividends from foreign 
corportations, and to the computation of foreign tax credit allowable with 
respect to such income. 

Hon. Witsur D. MILLs, 

Chairman, Committee on Ways and Means, 

House Office Building, Washington, D.C. 

Dear Mr. Mitts: The Minneapolis-Honeywell Regulator Co. is a Delaware 
croporation engaged in the manufacture and sale of a diversified line of regulating 
instruments and controls. It manufactures these devices both for domestic use 
and export. In addition, it has some 15 subsidiaries in Canada, Western Europe, 
South America, and Japan. Therefore, it is sensitive to proposals which affect 
America’s position in the world free market, and its own ability to compete in 
that market. The bills you are considering today embody a proposal of this type. 
We believe the proposed legislation will adversely affect both the position of our 
country and of ourselves in the highly competitive markets throughout the world. 
It will adversely affect the position of our country by imposing an additional 
limitation on the ability of its businessmen to reduce prices, and by encouraging 
them to invest their foreign profits in short-term foreign obligations rather than 
returning those profits to the United States until they are again needed for reem- 
ployment abroad. It will adversely affect our company by increasing the com- 
petitive disadvantage we presently experience in relation to our competitors in 
those countries in which we have direct investments. While the provisions of 
H.R. 5, it enacted into law, would in some cases tend to overcome the reluctance 
of American businessmen to repatriate their foreign profits, they would not over- 
come the competitive disadvantages imposed by the so-called “‘grossing-up” re- 
quirements contained in that bill and in those which you are considering today. 
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It is my understanding that others who will testify before vour committee 
intend to discuss the amount of tax benefit available in the present deemed paiq 
credit. Since you have asked that an effort be made to avoid duplication of testi. 
mony, I will not pursue this line of thought except to say that to the extent the 
Treasury’s present recommendation does in fact increase the tax burden On 
dividends from foreign subsidiaries, it is at variance with the needs of today’s 
situation as recognized by the President in his message to the Congress on the 
mutual security program for fiscal 1961, and in the programs now being sponsored 
very actively by the U.S. Departments of State and Commerce. These programs 
call for redoubled efforts by American businessmen in competing both as forei D 
investors and exporters. Compliance with this policy decision on the part of the 
President would seem to demand of the Treasury Department that it avoid 
seeking an increase in taxes on foreign source income at this time. An increase in 
taxes can only have the effect of making the position of the American competitor 
more difficult, and of discouraging the American investor from repatriating the 
earnings of his directly owned investment if there is any foreseeable need to 
reemploy those earnings overseas. 

teturning to the particulars of our own situation, it seems important to point 
out that our decision to invest directly in a foreign market has always been made 
after a balanced consideration of many factors. One of the factors which most 
directly affects our ability to compete and, therefore, our decision to enter any 
market, is the effect of taxation on the projected return from our investment, 
Although taxes are only one of many considerations, a substantial tax benefit 
could conceivably result in investment in a market which, because of instability 
or severe competition, might otherwise be unattractive. As taxes increase, they 
tend to discourage, rather than encourage, investment in any market. 

The present provisions of section 902(e) of the Internal Revenue Code of 1954 
have, in substance, been in the law for many years. The provisions of this section 
have been taken into consideration by us when planning our foreign investments, 
Where they do in fact offer a benefit, they have encouraged investment in markets 
which we might not have been able to enter at all, or only to a more limited degree, 
We have hoped that as the world free market eXpanded, and foreign competition 
increased, our Government would recognize the need for liberalization of taxes on 
foreign-source income, thus placing Americans on a par with their foreign com- 
petitors. It is factually true to state that our present taxes are in all cases equal 
to those of our foreign competitors, and in many cases exceed them. In the past 
we have relied on the ability of our technicians and management to offset any tax 
disadvantage which exists by virtue of the global concept of taxation embodied 
in our Internal Revenue Code. While we retain our faith in the ability of our 
personnel, it is realistic to recognize that our foreign competitors have acquired 
much of the know-how we employ. In addition, it is realistic to recognize that 
they themselves are talented competitors. Therefore, even the limited benefits 
of the present deemed paid tax provisions are of decreasing assistance. 

We understand that the present legislation has been introduced with a view to 
equalizing the tax obligations of American investors emploving foreign subsidiary 
corporations with those who employ foreign branches of their domestic companies. 
In view of the changing character of the world free market and the reliance which 
American investors have placed on the foreign tax credit as it presently stands, 
it appears to me that if an adjustment in the credit is indicated, it would be more 
equitable to liberalize the credits available for application against branch income. 
A change such as this was recommended by the President's Committee on World 
Economic Practices in their report dated January 22, 1959. The suggestion of 
this Committee is exemplary of many nonpartisan and disinterested efforts at 
liberalization. We believe such efforts are made in recognition of what is neces- 
sary for the continued health of our economy. It is doubtful that such a change 
would encourage many domestic corporations to use branches where they now use 
foreign subsidiaries. It would, however, overcome any inequity which may now 
be found to exist between these two business forms by virtue of the tax credits 
available to each. 

In sum, we believe this legislation is contrary to the interests of America as a 
competitor in the world free market, and therefore believe that the committee 
should fail to recommend its passage. We respectfully submit our views, and 
thank you for your consideration of them. 

Very truly yours, 


J. P. Kirrier, 
roreign Counsel, International Division. 
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§rATEMENT SUBMITTED BY Ciay R. Smrru, TREASURER PrizER INTERNATIONAL, 
Inc., New York City 


Our organization believes that the provisions in H.R. 10859 and H.R. 10860, 
which would decrease the portion of foreign income taxes allowable as a credit 

ainst U.S. taxes on dividends received from foreign companies, are unfair and 
self-defeating. Before stating our reasons for this view, however, we feel that 
we should give you a brief outline of the growth and present status of our inter- 
national operations to enable you to understand our position. 

At the beginning of 1951 we had no operation of any kind outside of the United 
States. Today our sales of products outside of the country are well above $100 
million and we carry on Pfizer operations in a total of 44 countries with factories 
in 17 countries. These operations have substantially added to Pfizer’s employ- 
ment in the United States through the use of materials manufactured in Pfizer’s 
U.S. plants, either in the form of bulk materials for use in producing pharma- 
ceutical products in our plants abroad or finished goods for direct sale from stocks 
held at distribution centers. Generally, we have had to establish these plants 
abroad in order to remain in markets we could not otherwise hold because of 
import restrictions, exchange controls, local production by competitors, and so 
forth. These plants have been established solely to supply foreign countries and, 
except for two or three very minor transactions, no goods have been supplied 
from these plants to the United States. 

If we had not built plants in many countries abroad which favor locally pro- 
duced goods, our sales in these countries would have been captured by foreign 
firms which did establish branch manufaeturing plants in such countries. Thus 


‘the amount of goods manufactured by Chas. Pfizer & Co., Ine., in the United 


States for shipment abroad would have been materially reduced. This would 
have resulted in fewer jobs in Pfizer’s U.S. plants and less dividends from its 
foreign subsidiaries, with a resultant lowered U.S. tax on Pfizer’s overall 
operations. 

The ‘“‘grossing-up”’ provisions of H.R. 10859 would, in general, have the effect 
of increasing U.S. income taxes on foreign earnings, the serious extent of which 
does not seem to have been generally recognized. It seems ironie that our 
company, having gone through a phase of great expansion abroad over the past 
§ years under the present U.S. tax laws, should now face the threat, in H.R. 10859, 
of a very substantial increase in U.S. taxes. This is particularly disturbing since 
these operations have now come to the point in overall expansion where they will 
provide to the parent company bigger dividends subject to U.S. tax than in the 
past. As indicated above, H.R. 10859, instead of increasing U.S. tax revenues 
could reduce them through discouraging U.S. companies to attempt to enter 
foreign markets which would add to their total income and eventual total U.S. 
tax payments. 

It is even more ironic that the promises on the part of the various segments of 
the administrative department of the U.S. Government and the efforts of a large 
number of business associations to have U.S. tax laws provide incentives for 
U.S. industry to expand abroad, have instead culminated in proposals for sub- 
stantially increased taxes if these “grossing-up’’ provisions should become law 
Instead of incentives we are actually being faced with penalties. 

There are many reasons why the U.S. Government should not tax U.S. com- 
panies on income earned abroad. Such companies operating abroad assume grave 
economic and political risks and are forced to compete with nationals of other 
countries, who have substantially smaller tax burdens on such operations. These 
U.S. companies pay taxes to local governments for the privileges and protection 
afforded by their laws and receive practically no such protection or benefits from 
the U.S. Government. It does not seem logical that income taxes should be paid 
to the United States in these circumstances and it is very unfair to be facing a 
substantial increase in the amount of U.S. taxes when there are logical arguments 
that none should be paid. We are not now asking you to adopt this “no tax” 
philosophy, but cite the arguments in its favor to emphasize the unfairness of the 
proposed ‘‘grossing-up’’ measures which would result in increased U.S. taxes on 
income from business done outside of the United States. 

From the technical standpoint, the present foreign tax credit provisions of the 
Internal Revenue laws, which have been in the law for about four decades, are 
entirely logical and fair. Under the tax eredit provisions, dividends received from 
foreign corporations are subject to the full 52-pereent U.S. tax with proper allow- 
ance of credit for foreign taxes paid by the foreign subsidiary in the proportion 
that they apply to the actual amount of the dividend. In other words, every 
dollar of income received by the U.S. taxpayer is subjected to 52 percent in income 
taxes, either in U.S. taxes or taxes in the country in which operations are carried 
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on. The “grossing-up’’ proposal in H.R. 10859 would result in total taxes syp, 
stantially in excess of 52 percent of the income received by the U.S. parent com. 
pany. In other words, the proposal would result in taxes being paid by the Us 
parent company on income not received by it. . 

Once again, we protest the unfairness of being threatened with penalties of syh. 
stantially higher taxes on our foreign earnings in the face of promises that haye 
been made over the past 5 years to provide incentives for American business to 
expand abroad. These promises of incentives to U.S. business have been made jp 
recognition of the fact that private enterprise can be more effective in many 
sectors than government-to-government aid in the defense against economic war 
being waged by the Communists against the free world, and especially against the 
United States. 

We have set forth the experience of our company as the basis for our opposition 
to the unfair and harmful provisions of H.R. 10859 and H.R. 10860. We are 
certain, however, that the majority of U.S. companies having operations abroad 
would be confronted by similar burdensome increases in their U.S. taxes on income 
-arned abroad, if H.R. 10859 were enacted. 

We hope that your committee will recognize the fairness of our position, and wil} 
decide against reporting out H.R. 10859 and thereby avoid the harm which other. 
wise would be done to those U.S. organizations presently engaged in doing business 
abroad, and the discouragement of those who might be considering engaging in 
such business. 

Respectfully submitted. 


Ciay R. Smira. 


Roam & Haas Co., 
Philadelphia, Pa., March 31, 1960, 
te H.R. 10859 and H.R. 10860. 
Hon. Witrur MILLs, 
Chairman, Committee on Ways and Means, 
House of Representatives, House Office Building, 
Washington, D.C. 


Dear Mr. MI ts: I am informed that your committee expects to take action 
in the near future on the identical bills, H.R. 10859 and H.R. 10860, which would 
apply the “‘grossup”’ principle in connection with dividends received by a U.S. 
corporation from its foreign subsidiary corporation. This principle requires that 
foreign taxes paid by the subsidiary be taken into U.S. income, in addition to the 
dividends received. The inevitable result of such a requirement will be that 
American business concerns will have to pay more taxes on their foreign business 
income. 

U.S. corporations have made investments running into hundreds of millions of 
dollars in business abroad on the strength of existing provisions of tax law. To 
change those provisions now to the detriment of such concerns and so as to in- 
crease the tax burden on their foreign earnings would be eminently unfair. Any 
change, rather, should be in the direction of reducing the tax burden on foreign 
income by some such provision as the 14 percentage point reduction now avail- 
able to Western Hemisphere trade corporations. A right step in that direction 
was the provision formerly in Boggs bill, H.R. 5, to extend a similar 14 percentage 
point reduction to foreign business corporations. Unfortunately, that provision 
has now been eliminated from the Boggs bill. We earnestly hope that it will be 
restored. 

In any event, however, at a time when there is need to encourage further expan- 
sion of private capital abroad and to reduce protanto the amount of governmental 
foreign aid extended by this country, no change such as that proposed in H.R. 
10859 and H.R. 10860 to increase the tax burden on foreign business income 
should be enacted. We urge your committee to reject these bills. 

Very truly yours, 
D. F. Murpny, 


Vice President, Foreign Operations. 





Hon 
Chat 
Hou 

M 
is 
clair 
jnclt 
This 
Ame 
sine 
ary’ 

V 
divi 
rem 
jnr 
ove 
to a 
it is 
tax 

\ 
sub 
exp 
dia: 
fort 


ope 
sub 
equ 
sho 
bra 
(1) 
(3) 


the 
log 
the 
In 
ab 
loc 


fre 


KES syh. 
nt Com. 
he US. 


Of sub. 
at have 
INeSS to 
nade jp 
» many 
nie War 
inst the 


0Sition 

'e are 
abroad 
income 


ind will 
| Other. 
usiness 
ging in 


fITH, 


960, 


action 
would 
aA U.S. 
's that 
to the 
p that 
isiness 


ons of 
;\ 
to in- 

Any 
oreign 
avail- 
ection 
ntage 
vision 


vill be 


xpan- 
ental 


H.R. 
come 


ne. 








“GROSS-UP” IN CONNECTION WITH FOREIGN TAX CREDIT 83 


SiGNaAL Ort & Gas Co., 
Los Angeles, Calif., April 8, 1960. 
Hon. Witsur D. MILLs, 
Chairman, Ways and Means Committee, 
House Office Building, Washington, D.C. 


My Dear Mr. CuHarrMan: It has come to our attention that vour committee 
js considering H.R. 10859 which would require an American parent company 
claiming the foreign tax credit respecting dividends from a foreign subsidiary to 
include in its taxable income the amount of foreign taxes claimed as a credit. 
This would be « radical departure from the present method which, according to 
American Chicle Company v. United States, 316 U.S. 450, avoids ‘“‘double taxation” 
sinee when dividends are received by the parent, ‘‘such dividends, not its subsidi- 
ary’s profits, constitute its income to be returned for taxation.” 

‘Where, for example, the subsidiary pays a 40 percent foreign income tax, the 
dividends to be remitted to the American parent obviously cannot exceed the 
remaining 60 percent. Equally obvious is the above bill’s unfairness and unrealism 
jn requiring the parent to report as taxable income from the subsidiary an excess 
over the dividends actually received. Since such excess consists of foreign taxes paid 
to a foreign country by a foreign company from its earnings beyond our borders, 
it is illogical to apply thereto this proposed United States burden which would 
tax Americans on that which they never receive. 

Whereas the President’s message this year on the State of the Union and his 
subsequent March 17 message reaffirmed our national policy to increase American 
exports, encourage American business abroad, ete., H.R. 10859 would have a 
diametrically opposite effect since its increased tax burdens would discourage our 
foreign trade. 

The bill falls far short of its purported purpose of equalizing the “foreign 
operations’? tax burdens encountered by (1) foreign branches and (2) foreign 
subsidiaries of American companies. There could, however, be no equitable 
equating between those two methods used by these companies unless the Congress 
should accord to such subsidiaries the tax advantages now enjoved only by those 
branches. Examples of the tax benefits enjoved only by the latter would inelude 
(1) Western Hemisphere trade corporation deduction, (2) capital gain tax rate, 
(3) percentage depletion, (4) offsetting of foreign losses against U.S. income, ete. 

At best, H.R. 10859 could be only piecemeal equalizing. Any adoption by 
the Congress cf the principle that the above two methods should be equated would 
logically precipitate demands that the foreign subsidiary method be accorded 
the foregoing advantages now enjoyed under only the foreign branch method. 
In support of such a position, it could readily be shown that Americans operating 
abroad are often forced to use foreign subsidiaries if they are to comply with 
local laws, attract the necessary foreign good will, ete. 

In view of all these adverse effects, both direct and indirect, which would stem 
from the passage of H.R. 10859, your rejection thereof is earnestly solicited. 

Respectfully, 
Loren P. Oakes. 





Smita Kune & FreNcH Overseas Co., 
Philadelphia, Pa., March 9, 1960. 
Mr. Leo H. Irwin, 
Chief Counsel, Committee on Ways and Means, 
New House Office Puilding, Washington, D.C. 


Dear Mr. Irwin: We wish to submit the following statement for the considera- 
tion of the Committee on Ways and Means in connection with bill H.R. 10859 
(“grossing up”’ of dividends from foreign subsidiaries) : 

We are opposed to the passage of this bill because: 

(a) It changes retroactively the rules of the game under which billions of existing 
foreign investments were made. This does not seem fair and tends to undermine 
the confidence in the legislative process, 
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(b) It is designed to put the tax treatment of subsidiary profits on an equal 
basis with that of branch profits. There is no justification for this because brane 
profits differ in the following essential respects from subsidiary profits: 

(1) The disposition of branch profits is within the free decision of the mang 
ment of domestic corporations while this is not necessarily so in the case of gs 
sidiaries, certainly not where the domestic corporation owns a minority intereg 

(2) In the case of branches the domestic corporation has the privilege of dedu 
ing losses from its total profits. Nosuch relief can be obtained in the case of | 
suffered by subsidiaries. This difference in our opinion amply justifies the ve 
slightly better treatment of subsidiary profits under the existing law. 

Very truly yours, 


ah: 


K. A. SouMssEN, Vice President, 


WILLKIE, FARR, GALLAGHER, WALTON & FirzGrrpBon, 
New York, N.Y., April 12, 1960, 
Hon. Wiieur D. MILs, 

Chairman, Ways and Means Committee, 
House of Representatives, Washington, D.C. 


My Dear Mr. Mitts: A number of our clients are U.S. corporations receivi 
dividends from foreign subsidiaries and, accordingly, interested in H.R. 108§ 
and H.R. 10860, which require U.S. corporations receiving such income who 
wish to take a tax credit under section 902 to “‘gross up.” 

While these bills, if enacted into law, would have the effect of increasing the 
U.S. tax payable by our clients on dividends from their foreign subsidiaries, we 
do not wish to to comment on this particular aspect of the bills. Rather, we would 
respectfully call the attention of the committee to certain technical aspects which, 
in our opinion, make grossing up an undesirable method of accomplishing the 
end to be achieved. 

The bills under discussion require a U.S. corporation wishing to take a foreign 
tax credit to include in its income not only the foreign dividend it receives from 
its subsidiary but also the tax paid by the subsidiary with respect to such dividend, 
While this results in increasing the U.S. tax to the level at which it would be if 
the income had been earned directly by the U.S. parent corporation, it also hag 
a number of undesirable side effects: 

1. The inclusion of the subsidiary’s tax in the parent’s income may move the 
parent corporation from a 30 percent bracket into a 52 percent bracket. 

2. The increase of the parent company’s income may reduce the benefit of any 
net operating loss carryover which it may have. 

3. By increasing the parent company’s income, grossing up will affect the 
limitation on that corporation’s charitable contributions under section 170(b) (2), 

4. The parent company’s accumulated earnings and profits will be increased 
by the amount of the tax paid by the subsidiary with respect to its dividends 
and, accordingly, the character of the parent company’s distributions may be 
affected by the requirement to gross up. It will also reduce the benefit of the 
minimum accumulated earnings credit under section 535(e). 

5. Since under the bills the tax paid by the subsidiary is treated as a dividend 
to the parent company, a grossing up may affect the parent company’s qualifica- 
tion as a Western Hemisphere corporation or a subchapter 5 corporation. 

6. Since the tax paid by the subsidiary will, as a dividend, be included in 
personal holding company income but on the other hand does not give rise to @ 
deduction from such income, grossing up may subject corporations to personal 
holding company tax even though they distribute all of their income. 

In our opinion, the above problems arise because the bills seek to eliminate @ 
benefit of the foreign tax credit under section 902 by increasing the income, 
specifically the dividend income, of the recipient corporations. In our opinion 
if Congress does decide to increase the U.S. tax on foreign dividends, this shoul 
be done by changing the formula for the computation of the tax credit under 
section 902 or by placing a limit on such credit to the effect that the tax credit 
shall not reduce the total tax rate, foreign and domestic, below the U.S. tax rate. 

Yours very truly, 
Tuomas N. TAaRLeau. 


(Whereupon, at 3:55 p.m., Monday, April 11, 1960, this public 
hearing was adjourned.) 
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